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An Important Message for the 
Accounting Instructor Who Wants 
To Help His Students Develop 
A Mature Professional Attitude 


* You recognize how important it is for the accounting student to develop an 
awareness of the dynamic profession he is soon to enter. We can think of no 
better way for him to do this than through regular reading of The Journal of 
Accountancy. 


¢ With your help, your students may enjoy a full subscription to The Journal 
of Accountancy at the following reduced rates, authorized by the American 
Institute of Accountants: 


Undergraduate Students One Year, $3.50 
Senior & Graduating Students Three Years, $11.00 


e By reading The Journal of Accountancy each month, your students are ex- 
posed to some of the most expert thinking available on current accounting and 
professional developments. 


¢ In addition to CPA examination questions and unofficial answers which are 
of immediate practical use, The Journal presents regular departments and 
feature articles . . . all designed to demonstrate accounting in action in today’s 
business world. 


© Please write us today for a supply of student subscription forms. Distribute 
them to your classes. Recommend The Journal to your students. Your request 
places you under no obligation and you will be helping your students get a head 
start toward a successful professional career. 
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@ Federal Taxation Teachers — Here is Your Text! 


The new 1956 School Edition CCH FEDERAL TAX 
COURSE, completely revised from cover to cover, will give 
your students an authoritative, dependable explanation of 
the ‘‘What,"' “Why” and “How” of today’s federal tax 
rules. 

The 1956 Edition reflects the Internal Revenue Code 
of 1954 (and all amendments to publication date) through- 
out every chapter of the text, every example, every problem. 


The realistic, authentic 1956 CCH COURSE is easy 
to understand, easy to use, safe fo use. It breaks down 
today’s complex federal tax laws for your students through 
simple point-by-point explanation and clear-cut illustration. 


33 chapters of explanatory text annotated to the 


authorities . . . over 900 illustrative examples 
more than 400 true-to-life Problems and Solutions (teacher's 
key) . . . are correlated in a sturdy ring binder volume 


to inject reality and understanding into tax study. 


You will find the separate 256-page Teacher's Manual, 
complete with lecture notes and outlines for a variety of 
courses, a valuable work-saving ally. 
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CHALLENGES TO THE ACCOUNTING 
PROFESSION* 


Joun H. ZEBLEY, JR. 
President, American Institute of Accountants 


might say without fear of contra- 

diction that the existence of business 
did not depend upon accounting but rath- 
er that the existence of accounting de- 
pended upon business. Today those who 
are interested in accounting believe that 
the magnitude of some businesses is such 
that successful management would be im- 
possible without adequate accounting and 
financial information. 


Toe once was a time when one 


BACKGROUND 


The function of accounting is to give 
fnancial expression to business facts; to 
make the activities of an enterprise under- 
standable. A business transaction in terms 
of the exchange of goods or services for 
money might in principle be the same to- 
day as it was in the days of sailing vessels, 
but the volume of business transactions 
and the velocity of their occurrence have 
expanded tremendously. 

Business transactions need to be re- 
corded in terms of a medium of exchange; 
they need to be classified by accounts, ac- 
cording to their nature, and grouped in 
functional categories; and subsequently 
they need to be summarized with regard 
to periods of time. These steps are neces- 
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sary as a preliminary to reporting and in- 
terpreting the results of business carried 
on by an entity, the continuing nature of 
which is generally assumed. 

The techniques of accounting developed 
very gradually through the three and one- 
half centuries following the dissemination 
of the theory of the double entry method of 
keeping accounts as expounded by Pacioli 
in 1494. It was not until the latter half of 
the nineteenth century that a marked ac- 
celeration in public interest in accounting 
occurred. This was largely brought about 
by public participation in business dealings 
which demanded an accounting for the in- 
vestments of persons outside the sphere of 
management. 

The English Companies Act set a pat- 
tern for independent reporting nearly a 
century ago with adoption of the require- 
ment that the accounts of management, in 
companies in which outside money was in- 
vested, be audited and reported upon by 
independent persons not affiliated with the 
management of the enterprise. It is in the 
reporting and interpreting phases of ac- 
counting that its greatest usefulness has 
thus far been attained, and it is in this 
field that the professional aspects of public 
accounting have been most fully devel- 
oped. 

At the beginning of the twentieth cen- 
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tury, what is now being called the first in- 
dustrial revolution was making itself felt 
in accounting circles in increased demand 
for professional accounting services. This 
need was particularly for reporting to the 
large group of “absentee owners” on the 
financial condition and operating results 
of business enterprises whose needs for 
capital for purposes of expansion had been 
supplied by persons outside the manage- 
ment group. Later, mass production of 
goods, with the attendant emphasis on 
control of costs, gave further impetus to 
the growth of accounting as a tool of man- 
agement. 

During the first half of the twentieth 
century the influence of government on 
business and concurrently on accounting 
increased markedly through regulation of 
accounting in certain industries; through 
taxation with the adoption of the Six- 
teenth Amendment and subsequent ex- 
cess profits taxes needed to finance two 
world wars and a police action; through the 
controls exercised by the Securities and 
Exchange Commission over the financing 
operations of companies seeking capital 
from the public and over the financial re- 
porting of companies whose securities 
were listed on stock exchanges; through 
war time controls of materials, wages and 
salaries; through cost inspection, repricing 
and renegotiation of government con- 
tracts. 


PERSONNEL 


It is not surprising, therefore, in the 
light of the increased demands for account- 
ing services that the number of persons 
actively engaged in accounting has in- 
creased tremendously since 1900, and that 
certified public accountants in the United 
States now number more than 53,000, of 
whom about half are members of the 
American Institute of Accountants and 
approximately 70 per cent are members of 
their respective state societies. 
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Nor is it surprising that the early prag. 
titioners of public accounting soon came 
to recognize that their approach to their 
daily endeavors embodied many of the 
same elements as those found to exist ip 
the professions of law, medicine, and ep. 
gineering, especially in the attitude of sery- 
ice to clients and of responsibility to the 
interest of the public. 


PROFESSIONALISM 


Thus the birth of a new profession oc. 
curred. The development of public ac- 
counting as a profession had been nur- 
tured by the tireless efforts of countless 
numbers of practitioners and educators, 
and its growing pains have not yet ceased, 
despite the contributions already made 
by so many persons and the general ac- 
ceptance by the public of the quality of 
the work of certified public accountants, 
However, if accountancy is to continue to 
grow in stature as a true profession, per- 
haps a broadening of vision of more certi- 


fied public accountants regarding the basic | 
concepts of professionalism should be at- | 


tempted. 


As an illustration of what I have in | 


mind, let me quote the definition of a pro- 
fession by Morris L. Cogan in an article 
entitled, “Toward a Definition of Pro- 
fession.’”” 


“A profession is a vocation whose practice is 
founded upon an understanding of the theoretical 
structure of some department of learning of 
science, and upon the abilities accompanying such 
understanding. This understanding and these 
abilities are applied to the vital practical affairs 
of man. The practices of the profession are modi- 
fied by knowledge of a generalized nature and by 
the accumulated wisdom and experience of mat- 
kind, which serve to correct the errors of special- 


ism. The profession, serving the vital needs of | 
man, considers its first ethical imperative to be 


altruistic service to the client.” 
It will be recognized that these are gen- 
eral attributes of a profession and that 


1 Harvard Educational Review, Vol. 23, Winter, 1953. 
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further details with regard to matters 
which relate only to a specific profession 
must be the subject of further definition. 
[llustrative of the latter in public account- 
ing are: (1) the determination of pre- 
requisites of education and training for 
entrance to the profession; (2) the mat- 
ters covered by rules of professional con- 
duct; (3) the development of generally ac- 
cepted accounting principles and auditing 
standards; and (4) general participation 
in the advancement of the capacity to 
serve. 


FUTURE OF ACCOUNTING 


It is not my purpose to portray my 
ideas of the future of accounting in gen- 
eral or to detail the opportunities which 
exist in the practice of public accounting. 
I believe that all of us realize that all fore- 
casts point generally to an upward trend 
in the industrial growth of this country 
for many years to come. Accounting in all 
its phases will continue to be in the fore- 
front in the future provided that members 
of the profession meet with patience the 
challenges that arise from day to day and 
resolve them after careful consideration 
and with foresight. 


CURRENT CHALLENGES 


What are some of the challenges with 
which the accounting profession is pres- 
ently confronted? They are not only fairly 
humerous, but are also representative of 
many different subjects or may be classi- 
fied into quite a list of categories. Broadly 
speaking such challenges may be divided, 
however, into two general classes: 

1. Those arising within the profession. 
2. Those initiated outside the profes- 
sion. 

In the latter group, I think there are 
also two divisions, (1) those which come 
about through technological changes in 
methods of recording or carrying out busi- 
hess transactions and (2) those which are 
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forced on the profession through the ac- 
tivities of some who would take over for 
themselves certain segments of the prac- 
tice of public accounting as it has been 
carried on for many, many years. Most 
prominent of the last mentioned group is 
the difference of opinion over the place of 
the CPA in tax practice. As you know, 
CPAs have, for over forty years, been as- 
sisting taxpayers in the determination and 
settlement of their tax liabilities with the 
federal government. But now there is a 
need for clarification of the rules of prac- 
tice of the U. S. Treasury Department in 
order to avoid further cases in state courts 
with results similar to the Agran decision 
in California. The American Bar Associa- 
tion and the American Institue of Ac- 
countants have both stated their cases 
with regard to clarification of the rules of 
practice to the Treasury Department, and 
are awaiting action thereon. The future 
course to be taken will necessarily depend 
upon the Treasury Department’s inter- 
pretation of its own rules of practice. 

Nor do I intend to discuss the possible 
effect on the accounting profession of 
changes in technology through the use of 
devices or computers actuated by elec- 
tronics. The program this afternoon, I am 
sure, will cover the subject in a most in- 
teresting and informative manner. My re- 
marks will be directed to some challenges 
which arise within the profession itself. 
Let me enumerate a few of them for you, 
not necessarily in the order of their im- 
portance. 


Attraction of Personnel 


How can more persons be encouraged 
to adopt the accounting profession as their 
vocation? How can persons who are at- 
tracted initially to the accounting profes- 
sion be encouraged to take and pass the 
CPA examination? How can CPAs be re- 
tained in the practice of public accounting? 

This series of questions presents no new 
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challenge, but it does represent a continu- 
ing problem which calls for a solution. If 
we agree that the demand for accounting 
services is almost certain to continue, we 
must find a sufficient number of persons to 
fill that demand. One way might be for 
every person presently in the accounting 
profession to consider himself a recruiting 
officer and actually go out of his way to en- 
courage persons who seem to possess those 
qualities useful in the profession to adopt 
a career in accounting. 

Of course you know of the career guid- 
ance pamphlets and the two motion pic- 
tures which have been released by the 
American Institute of Accountants. The 
vocational interest, orientation, and 
achievement tests which were developed 
some years ago could be more helpful if 
greater use were made of them in selecting 
for further education and training only 
those persons whose test profiles and 
scores indicate an aptitude toward and 
some proficiency in accounting. It appears 
that continuation and extension of such 
aids to recruiting for the profession would 
be worthwhile. The medical schools and 
the seminaries have become much more 
selective in the admission of students than 
was formerly the case. Is there any good 
reason why accounting students should 
not be carefully screened? 

If the student recruitment program 
could bring in persons who have a strong 
aptitude for accounting, it should not be 
too difficult to spur them on to strive for 
professional stature. Working conditions 
can have some bearing on whether a man 
stays in public practice or whether he ac- 
cepts a position in industry; too much 
over time or too much traveling may not 
suit the family man, unless he can see good 
opportunities in the not too distant future. 

On the other hand the broadening effect 
of travel and the opportunity to acquire 
some insight regarding particular indus- 


tries in other parts of the country or, in- 
deed, in other parts of the world, cou 
make public accounting most attractive ty 
individuals possessed of an adventuresome 
spirit. 

The best results in any recruitment plan 
will come when the talked about oppor. 
tunities can be documented with exhibits 
evidencing the accuracy of past forecasts, 
Perhaps as more of the leaders of the pro 
fession retire from active practice they can 
be persuaded to add to the literature of 
accounting by the preparation of biogra. 
phies for the benefit of those about to 
choose a vocation. 

Competition for the minds of the youth 
of the United States is keen in industry, 
The demand for top flight management 
material far exceeds the supply. The ac- 
counting profession needs to do every- 
thing in its power to capture for itself some 
of the scholarship winners who might 
otherwise go directly to industry from col- 
lege. Some changes in the presentation of 
the accounting subjects might be sufficient 
to get such potential material to affiliate 
with the accounting profession. 


The Uniform CPA Examination 


What does an informed public expect of 
a certified public accountant? How much 
of the general public is informed about 
certified public accountants? Should a 
CPA certificate be a license to practice or 
an academic degree? What should be the 
relationship between education and ex- 
perience required of candidates for the 
CPA certificate? 

Directly related and of paramount im- 
portance to the practice of public account 
ing is the uniform CPA examination which 
is now given simultaneously in all states, 
territories, and the District of Columbia. 
Such was not always the case. More than 
twenty-five years intervened between the 
passage of the first CPA law by the state 
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of New York in 1896 and the enactment of 
a CPA law by the forty-eighth state in 
1921 and by the District of Columbia in 
1923. During this interval and for a long 
time after the enactment by all of the 
states of a CPA law, there was an absence 
of uniformity in the quality of the ex- 
amination, because each state board pre- 
pared its own questions and graded the 
papers of its own candidates. A further pe- 
riod of better than twenty-five years 
elapsed before all of the state boards used 
the uniform CPA examination which is 
prepared under the auspices of the Board 
of Examiners of the American Institute of 
Accountants. And even today the uni- 
formity in examination is not quite com- 
plete because not all states avail them- 
selves of the grading service likewise fur- 
nished by the American Institute of Ac- 
countants. However, the integrity of the 
members of the few state boards which 
continue to grade the papers of their can- 
didates is such that, to all intents and pur- 
poses, successful candidates have passed 
an examination which affords equal dis- 
tinction to the title “CPA” used in con- 
nection with their practices. 

In order to indicate how extensively the 
grading service is being used at present I 
can tell you that 9,226 candidates sat for 
the May, 1955 examination in 49 states 
and territories and that the papers of 
8,342 candidates were sent to the American 
Institue for processing under the Advisory 
Grading Service. 

Variations of tremendous scope in the 
minimum admission requirements of can- 
didates in the various states cannot avoid 
producing equally great variations in the 
individual abilities of holders of CPA cer- 
tificates. There are also inherent per- 
sonality differences. Educational require- 
ments have ranged from no education pre- 
requisites to a college degree with specified 
semester hours of study in accounting, and 
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as to experience the range has been from 
none to several years. 

How informed is the public with regard 
to the meaning of the CPA certificate or 
title or of the nature of the work that a 
CPA does? I don’t think the public is 
nearly so well informed as it might be. I 
think considerable confusion exists as to 
the need for high standards for entrance 
to the profession through the CPA ex- 
amination. The best evidence of the con- 
fusion in the minds of a large segment of 
the public will be found in the halls of the 
legislatures of the various states when a 
bill proposing to amend a CPA law is in- 
troduced. Those of you who have had ex- 
perience as members of committees on 
state legislation, I am sure will agree. 

I wish every CPA would accept as an 
obligation to his profession the enlighten- 
ment of just one legislator each year as to 
the need for high standards of education, 
training, and experience on the part of 
those engaged in the practice of public ac- 
counting. The contribution to the ad- 
vancement of the profession which could 
stem from a successful undertaking of this 
kind would be astounding. 


Standards of Education and Experience for 
CPAs 


What is the proper balance between 
education and experience for CPA candi- 
dates? Should the quality of the experience 
be carefully weighed before admission to 
examination? How much accounting edu- 
cation may be substituted for public ac- 
counting experience? 

The low percentage of successful can- 
didates in the CPA examination has been 
a cause of concern to the accounting pro- 
fession generally, and particularly to mem- 
bers of state boards who must at times re- 
ply to questions of legislators on this sub- 
ject. Educators have been concerned lest 
their programs and curricula be considered 
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inadequate. The Board of Examiners of 
the Institute has been interested lest a 
question be raised by some that the pro- 
fession is unreasonably restricting admis- 
sion by its examination process. 

The extremely diverse educational re- 
quirements of the different states, previ- 
ously mentioned, make it increasingly dif- 
ficult for collegiate schools of business to 
develop their programs in accounting edu- 
cation. 

There are many within the profession 
who hold to the view that experience prior 
to the granting of a CPA certificate should 
be an absolute requirement. Yet even in 
those states where such a requirement is 
a matter of law, there is an absence of ob- 
jective tests to be applied to determine the 
quality of a candiate’s experience. 

Several years ago the American Insti- 
tute of Accountants recognized the need 
for a full-scale study of the interrelation- 
ship of education and experience in the 
CPA examination, and spearheaded the 
organization of a Commission on Stand- 
ards of Education and Experience for 
CPAs, to which the whole subject was as- 
signed. That the Commission has a tre- 
mendous task is readily apparent from 
matters discussed earlier in this paper. 
Largely, the difficulties have been caused 
by our States’ rights approach to the sub- 
ject of CPA legislation, but that is a mat- 
ter impossible to change at this late date. 
Specialization 

What effect will the natural broadening 
of the sphere of activities of CPAs have 
on the scope of the CPA examination? 
Should the examination be arranged so 
that the qualification of a CPA in a par- 
ticular field might be more extensively 
tested? Should the granting of a CPA cer- 
tificate be considered a license to practice 
without further examination in all fields 
related to accounting. It would appear that 
this problem will be pressing for a solution 
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almost before the question of standards of 
education and experience can be settled. 

At present most certified public ac. 
countants are general practitioners. Their 
activities center around the particular 
group of clients that each serves and include 
auditing and the certification of financial 
statements, the installation or overhauling 
of the accounting and cost systems, the 
determination and settlement of tax lia- 
bilities. The examination for the CPA cer. 
tificate includes questions touching on all 
of these subjects and in addition tests the 
candidate’s knowledge of commercial law 
on subjects with which he might be con- 
fronted in his day to day accounting ac- 
tivities. Some states also include special 
sections of the examination to test the 
candidate’s knowledge of state and local 
taxation and municipal accounting, there- 
by indicating that as a general practi- 
tioner the CPA of those states is expected 
to be able to serve clients in those special- 
ized fields. 

What about the fact that the accounting 
and cost system work has grown to include 
the establishment of budgetary controls 
and other aspects of management engi- 
neering? Many CPA firms are engaged 
presently in such activities and numerous 
individual practitioners and smaller firms 
have, to a lesser degree, been called upon 
by their clients for advice and service along 
these lines. 


JY Nowadays the CPA is consulted with 


regard to estate planning. This does not 
mean with regard to the preparation of 
legal documents such as wills or trust 
agreements, but rather with regard to the 
business and financial aspects of taking 4 
particular course of action. In many in- 
stances the CPA should be in the best 
position of any to forecast in a significant 
manner the results of following one or more 
courses before a client is bound by written 
documents to a prescribed course. 

Then there is the work of the actuary, 4 
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field closely related to accounting but not 
generally followed by many certified pub- 
lic accountants (although we do have a 
CPA firm in Philadelphia which has spe- 
cialized in actuarial work and in the veri- 
fication of reserves of insurance com- 
panies). Generally an actuary who holds 
himself out as such or is accepted by a life 
insurance company as a key man or head 
of its actuarial department has passed a 
special examination conducted by the so- 
ciety of actuaries and is a fellow of that or- 
ganization. It is interesting to note how- 
ever, that although many attributes of a 
profession are present in actuarial science, 
members frequently adopt a corporate 
form of organization when operating in a 
consulting capacity. This latter situation is 
also true of the kind of business organiza- 
tion used by many management engineers. 
These few examples will serve the pur- 
pose of pointing up my question on spe- 
cialization. Should the present CPA ex- 
amination be made more comprehensive or 
should supplemental tests be used to indi- 
cate the capacity of CPAs to undertake 
special types of work? We see something 
akin to the latter in the medical profession 
in which a license to practice is issued by a 
state board but specialization is accredited 
by separate boards which set standard of 
performance for their respective fields. 
On the other hand we find the legal pro- 
fession using a single examination fol- 
lowed by admission to the bar as being a 
satisfactory test of a lawyer’s qualification 
to represent others in any type of litiga- 
tion. Admittedly there is specialization in 
the practice of law but that is by choice. 
There is no legal prohibition against the 
same lawyer handling a criminal case one 
day and a civil suit or decedent’s- estate 
matter the next day. Indeed the adminis- 
trative practitioner’s bill presently in con- 
gress would permit an attorney admitted 
to practice in the highest court of any 
state or territory to appear before any ad- 


179 


ministrative agency, board or department 
of the Federal Government without a 
showing of any other qualification such as 
knowledge of the practice requirements or 
procedures of the agency, or the possession 
of special capabilities pertinent to the sub- 
ject matter coming before the agency for 
decision. 

In the accounting profession we have 
expanded our fields of endeavor as the de- 
mands of business, government, and in- 
dustry have called for our services, but we 
should continually strive to formalize the 
qualifications for service. 


Instruction in Accounting 


It is generally accepted that some years 
of experience should be a prerequisite of 
candidates for the CPA examination. It 
would seem to follow that those teaching 
accounting in collegiate schools of busi- 
ness should hold CPA certificates them- 
selves. While it is generally true that the 
senior members of the accounting faculties 
of many universities are CPAs, there 
should be a better opportunity than exists 
at present for young instructors to obtain 
experience in public accounting. Are there 
not places on the staffs of accounting 
firms, or can we not arrange for part-time 
employment of instructors in accounting, 
so that they may be able to keep up to date 
with current accounting practice? Con- 
versely, how often do those in public 
practice offer to devote some of their time 
to teaching? In the large cities there are 
frequent opportunities to assist with in- 
struction in accounting particularly in the 
evening schools and in the extension 
schools. 

Far too often practicing certified public 
accountants express dissatisfaction with 
the extent of the knowledge of persons 
added to staff who have completed courses 
in accounting in an accredited school of 
business administration. Such persons 
generally do not inquire of themselves 
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whether they have made any contribution 
toward the education of prospective mem- 
bers of the profession or have even sug- 
gested to educators the kind of knowledge 
or abilities expected or desired of account- 
ing majors. 

It is true that some CPAs do take an 
interest in educating persons for the pro- 
fession, but their number is not large. A 
marked increase in the number of persons 
with practical experience who would take 
part in the educational programs of col- 
legiate schools of business could not help 
but produce a better informed student. 

When President Eisenhower, on Sep- 
tember 12, inspected the temporary head- 
quarters of the new Air Force Academy at 
Lowry Air Force Base near Denver, Colo- 
rado, he is reported to have suggested that 
it would be a good idea to consider making 
the full course there one of five years dura- 
tion, instead of four years as presently 
planned. He also advocated lengthening 
the usual three to four year period for 
high school and college courses to perhaps 
five years each. The reason given for the 
stretch-out was that life has become so 
much more complicated, that there is so 
much more to learn these days than there 
was forty or so years ago, that it seems 
impossible to educate the youth of today 
properly in the same number of years that 
used to be devoted to that purpose. 

I feel sure that many of us who are prac- 
titioners in the accounting profession, as 
well as those who are engaged in the edu- 
cational field of accounting, are of the 
opinion that there is a great deal more to 
learn about accounting today than was 
the case when the first CPA law was 
passed by the legislature of the state of 
New York in 1896, or even in 1921 when 
the 48th state initially adopted a CPA 
law. 

In any true profession, however, the ac- 
quisition of knowledge should not cease 
after any given number of years of formal 


education. There must be a continual 
striving for greater knowledge, for im. 
provement of techniques, for further re. 
finement of principles and standards. This 
is especially true of the profession of ac. 
counting which by comparison with law 
and medicine is relatively young and may 
be expected to grow by expansion of its 
services to others. 


Formulation of Accounting Principles and 
Standards of Reporting 


The challenge in this respect is to con- 
tinue to improve the usefulness of the 
financial statements prepared in accord- 
ance with generally accepted accounting 
principles by regularly exploring the appli- 
cability to current situations of principles 
which may have had unchallenged validity 
in the past. 

Perhaps greater progress might have 
been made in the development of stand- 
ards of reporting had it not been thought 
necessary or desirable for financial state- 
ments generally to be acceptable for all 
purposes. The financial information de- 
sired by credit grantors is not always the 
same as that which labor groups might 
like to have. Analysts and investors some- 
times use other data for their measurement 
of the degree of success attained by the 
management of an enterprise. Recently an 
effort has been made to develop standards 
of reporting for special types of financial 
statements, such as cash basis statements. 
No doubt some improvements along these 
lines will be forthcoming soon. 

Care must be continually exercised that 
pressures exerted through changing meth- 
ods of taxation or caused by the exigencies 
of business have no untoward effect on 
the determination of accounting concepts 
and principles generally applicable for 
financial reporting purposes. 

Research into and periodic testing of 
the usefulness of current accounting prin- 
ciples are necessary to their continued ac- 
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ceptance by the profession as a whole. The 
lead in this respect must be maintained 
by the profession, otherwise accounting 
principles and standards may be devel- 
oped by government edict or, what would 
be worse, by unfortunate litigation. 


CONCLUSION 


It is recognized that the matters brought 
to your attention in this paper do not 
represent challenges which have never 
been discussed before in accounting circles. 
However, progress in their solution has 
not been rapid. Admittedly, no one person 
nor even small group of persons is going 
to find quickly the answers which will be 
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satisfactory to, or gain acceptance from, 
a majority of the members of the account- 
ing profession. However, if some indi- 
viduals who have not heretofore given 
diligent thought and attention to these 
problems may be aroused to take a more 
active part in their solution, we shall have 
been amply rewarded. Progress will surely 
await the efforts of the members of the 
profession. May I close with this quotation 
from an unknown source— 


“‘Consciously or unconsciously we choose. We 
can try or we can loaf; we can persevere or we 
can quit; we can think or we can moon; we can 
trust or we can fear; we can wear chains or we 
can be free. Not by luck, but by choice, we win 
or lose.” 
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TENTATIVE STATEMENT OF COST 


CONCEPTS UNDERLYING REPORTS 
FOR MANAGEMENT PURPOSES 


COMMITTEE ON Cost CONCEPTS AND STANDARDS 


XPLANATORY NOTE: The concepts 

set forth in this statement are not 

standards for the cost accounting 
procedures of recording historical cost. 
They represent concepts of the costs most 
useful to management for plapning and 
control decisions. It is to be expected that 
in practical application, various tech- 
niques, procedures, and rules will be de- 
veloped, of which historical cost recording 
is but one, to provide data representative 
of the costs suggested by these concepts. 
Often the representations of the basic costs 
will be rough approximations of varying 
degrees of reliability. The basic concepts 
of cost described in this statement serve 
two functions: First, they indicate desired 
measures of cost and thus serve as a basis 
for judging the reliability of any cost data 
provided to management for planning and 
control decisions. Second, they serVe as an 
inducement to the development of im- 
proved techniques and procedures for sup- 
plying appropriate cost information to 
management. 

The development of techniques and 
procedures to provide the most reliable 
approximations of the basic costs is be- 
yond the scope of this statement. Such 
procedures and techniques may be ex- 
pected to differ from enterprise to enter- 
prise but the basic concepts of, cost set 
forth here are the underlying concepts 
toward the realization of which the spe- 
cific techniques and procedures strive. 
The basic concepts are believed to have 
rather general application. 


PREFATORY NOTE 


In June, 1936, the executive committee 
of the American Accounting Association 
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issued a tentative statement of accounting 
principles underlying corporate financial 
statements. That statement and subge. 
quent revisions suggested concepts and 
standards underlying the preparation of 
accounting reports on financial position 
and income. While reports of income and 
financial position are used by manage. 
ments in reaching certain broad decisions, 
a far greater proportion of managerial de- 
cisions and actions are based upon other 
reports. This suggests the need for a state- 
ment of the concepts underlying these 
other reports. 

For several years, work has been pro- 
ceeding toward the development of a 
statement of cost concepts useful in the 
preparation of reports for management. 
Progress in this area has now reached a 
point where it seems desirable to issue a 
tentative statement of such cost concepts. 
This statement seems advisable to ad- 
vance the following objectives: 
< (1) To stimulate further study and discussion 

of the accounting information needed by 
management. 

4 (2) To suggest cost data which are pertinent 
to various types of management problems. 

4(3) To call attention to the broad and in- 

definite nature of cost as a general term 
and to reveal how appropriate costs de- 
pend upon the purpose for which they are 
to be used. 

« (4) To describe a portion of the field of ac- 
counting within a framework sufficiently 
broad to provide an insight into the prob- 
lem of providing accounting information 
for management purposes. 


The concepts set forth here represent a 
broad approach to the problem of busi- 
ness cost. As such they include concepts 
generally not appropriate for the determi- 
nation of income and include costs which 
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may not be a part of the basic accounting 
records. Essentially they suggest the most 
appropriate cost data for management 
uses. In this report attention is directed 
toward the development of underlying 
concepts. These concepts, in turn, may 
require further development of procedures 
and working approximations to effect their 
application in any given business situa- 
tions. 


THE NATURE OF BUSINESS COST 


For business purposes, cost is a general 
term for a measured amount of value pur- 
posefully released or to be released in the 
acquisition or creation of economic re- 
sources, either tangible or intangible. 
Normally it is measured in terms of a 
monetary sacrifice involved. There is, how- 
ever, nothing to prevent its measurement 
in other terms nor to prevent the adjust- 
ment of monetary sacrifices to common 


units of purchasing power. Conceptually, . 


cost excludes distribution of capital and 
income as well as certain unexpected value 
releases. 


Basic Framework 


An understanding of the nature of cost 
requires comprehension of (a) the pur- 
poseful aspect of the term “‘cost,” (b) the 
relationship of business risk to cost, and 
(c) methods of measuring value releases. 

(a) To qualify as cost, the value release 
must be for the purpose of furthering a 
managerial objective. There are two 
aspects to this concept. First, only the 
value releases necessary for the acquisition 
or creation of economic resources to carry 
out a managerial objective are costs. 
Second, the amount released will depend 
upon the use to be made by management 
of the computed costs. Thus the cost of 
acquiring or creating economic resources 
for a managerial objective should include 
only those value releases necessary to carry 
out the specific objective. But, because the 
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purpose in measuring the value releases 
may be to aid management in varying 
levels of planning and control decisions, 
the amount of value release will depend 
upon the use to be made of the computed 
costs. In somewhat comprehensive terms, 
the purposeful aspect of cost means that 
because managerial objectives vary both 
in scope of activity (ranging from overall 
activities to a multitude of minor activi- 
ties) and in the nature of the management 
function being performed (ranging from 
planning to control), the value releases to 
be included in any cost report will vary 
with the situation of the firm as well as 
with the specific objective of management. 
In a broad sense, this recognizes that the 
cost of anything will depend upon the pur- 
pose for determining cost. 

(b) Business operations necessarily in- 
volve risk. In some instances these risks 
are transferred to an insuror. In others, 
though not transferred, they are meas- 
ured and allowed for as an element of cost. 
In still others, they cannot be foreseen or, 
if foreseen, are so uncertain that estima- 
tion is impractical. Value releases occa- 
sioned by the transfer of risk to an insuror, 
or by uninsured risk which lend them- 
selves to measurement, are costs. Value 
releases occasioned by unforeseen, or high- 
ly uncertain, risks are not costs but should 
be considered in evaluating the risk of the 
operation. If incurred they are, of course, 
considered as losses in determining income. 

(c) Normally, value releases due to 
operations are measured in monetary 
terms. The measurement of the monetary 
sacrifice involved in the acquisition or 
creation of economic resources is simplest 
when the value release is an outflow of 
cash. Adjustment for the timing of cash 
outflow is sometimes necessary and can be 
accomplished by discounting or advancing 
outflows at an appropriate rate of interest. 
Similarly, adjustment for changes in the 
purchasing power of money can be made 
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by the use of appropriate price indexes. 
The needs of management for a report on 
monetary sacrifice, however, often require 
the measurement of noncash outflows. 
Most often such outflows result from the 
release of economic resources now on hand. 
It is in the measurement of these latter 
outflows that special difficulties arise. 


Cost Classifications 


Cost is classified normally in terms of a 
managerial objective. Its presentation 
normally requires sub-classification. Such 
sub-classification may be according to 
functional lines, areas of responsibility, the 
nature of the cost elements, or some other 
useful breakdown. The appropriate sub- 
classification depends upon the uses to be 
made of {he cost report. 


Uses of Business Cost Reports 


Within the foregoing framework of the 
nature of cost, various concepts may be 
developed that are appropriate in the 
preparation of cost reports useful for busi- 
ness decisions. 

Managerial functions may be grouped 
into the areas of (1) planning and (2) con- 
trol. Cost concepts appropriate for each of 
these two areas are developed in this state- 
ment. In general, the cost concepts useful 
for planning are those relevant to a mana- 
gerial decision on future action; whereas 
the cost concepts useful for control are 
those which aid in carrying out adopted 
plans. In addition, because the costs in ac- 
counting records are used by management 
as a basis for planning and control, it is 
advisable to set forth certain concepts 
which underlie these accounting costs. Ac- 
cordingly, this statement deals with cost 
concepts appropriate for planning and for 
control, and with historical cost reports to 
management. The concepts set forth are 
somewhat ideal. Approximations of these 
basic concepts often must be used in busi- 
ness situations. 


COSTS FOR PLANNING 


Depending upon the purpose for which 
it is undertaken, all business planning may 
be classified as (1) project planning or (2) 
period planning. Project planning is the 
process whereby management, confronted 
by a specific problem, evaluates each al- 
ternative in order to arrive at a decision 
as to the course of future action.’ Period 
planning is the process whereby manage- 
ment systematically develops an accept- 
able set of plans for the total future actiyi- 
ties of the enterprise, or some functional 
subdivision thereof, for a specified period 
of time. 

The two types of planning can and often 
do occur simultaneously. While some of 
the more important problems requiring 
project planning are apt to occur spo- 
radically and involve alternatives of long 
and varying time periods, others follow 
the fixed time pattern of period planning. 
The second situation exists because man- 
agement is able to control the length of 
time for which alternative commitments 
may be made, and chooses to employ the 
period planning cycle as that length of 
time. For this reason many activities en- 
tailed in the process of period planning are 
actually project planning. Wherever a 
selection between alternatives is neces- 
sary, project planning is involved. 


COSTS FOR PROJECT PLANNING 


Costs for project planning are estimates 
of future value releases anticipated as a 
result of adopting any one of the alterna- 
tive courses of future action considered by 


1 In a broad sense project planning may be defined as 
the process of reaching a decision on future action. It 
may range from the least important decision of the least 
important worker to the broadest of decisions by the 
board of directors. As a process it may be described as 
(a) recognizing several possible courses of future action, 
(b) evaluating each alternative (in both monetary and 
non-mone terms), and (c) expressing a decision to 
adopt one of the alternatives as the course of future 
action. Planning costs are concerned primarily with the 
evaluation process. 
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the company. Such costs are future costs 
which may be expressed as differential 
costs because evaluation is a comparative 
process requiring the determination of 
how total costs (and revenues) are likely 
to vary under different sets of future con- 
ditions.’ 

In estimating future differential costs 
of each of a given set of alternatives, it is 
necessary to recognize one alternative as 
the standard. Often this standard is the 
alternative which envisages mere contin- 
uation of the current plan. All services*® 
required by each of the other alternatives 
which differ as to type, quantity, or time 
of release from those required by the stand- 
ard must be determined and their future 
costs estimated. 

In order to measure the future costs of 
these differential services, a distinction 
should be made between differential serv- 
ices on hand, or for which the company 
is irrevocably committed, at the beginning 
of the planning period, and those to be ac- 
quired within that period; between those 
expected to be entirely consumed within 
that period and those of which a residual is 
expected to remain at the end of the pe- 
riod; and between those which manage- 
ment considers replacing and those which 
it does not. 

Furthermore, when the project planning 


* Any alternative may be analyzed by determining 
the total expected value release occasioned by all future 
activities of which it is but a part and comparing this 
cost with the total costs of other alternatives, deter- 
mined in the same manner. Since many costs are com- 
mon to every alternative, the comparison actually rests 
on the differences in total costs of the alternatives. In 
this “Tentative Statement of Cost Concepts” the more 
direct procedure is stressed. Only differential costs of 
the alternatives are to be measured and compared. The 
difference between the two methods is procedural, but 
care must be taken in the direct approach to ensure 
that important differences are not overlooked. There is 

chance of making this kind of an error if the total 
cost procedure is used. 

* The term “services” is sometimes used in a more 
hatrow sense to refer to personal services but there 
seems no sound reason to restrict the term when it is 
evident that the purchase of either labor or physical 
assets is for the purpose of acquiring the services in 
these resources. 
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period is long, it is necessary to adjust all 
differential costs in order to take account 
of significant time and risk variations. The 
most satisfactory method for doing this is 
by means of the discounting procedure. 


Differential Services to be Acquired and 
Fully Consumed 


The basis for estimating future costs of 
differential services to be acquired and 
fully consumed within the planning pe- 
riod is the expected future outlay of cash, 
or its equivalent, required for their acqui- 
sition. 

(1) When the cash outlay is expected to 
coincide with service acquisition and both 
will take place over a period of time, the 
proper measure of cost is the sum of the 
discounted amounts of (a) the initial out- 
lay, (b) the complementary outlays re- 
quired for realization of the initial outlay, 
and (c) any further outlay required to 
dispose of the acquisition. 

(2) Often the outlay will be in the form 
of a promise to pay cash, or its equivalent, 
at a time subsequent to the service acqui- 
sition date. In this situation the value re- 
lease as of the date of expected service ac- 
quisition should be measured by discount- 
ing the expected cash outlay to the date of 
service acquisition. A rate of interest 
equivalent to that required for borrowing 
money may be used for the discounting 
process. The resulting amount should be 
treated as in (1) above. 

(3) At times the outlay will be in the 
form of services other than cash, or prom- 
ises to pay cash. If replacement of such 
services is considered, the cash equivalent 
is measured by their estimated replace- 
ment cost, at the time of expected replace- 
ment discounted to the date of acquisi- 
tions. If replacement is not considered, 
cash equivalent is measured by the esti- 
mated net proceeds foregone (i.e., net sell- 
ing price adjusted for estimated selling 
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costs) because of the exchange.‘ The result- 
ing amount should be treated as in (1) 
above. 


Differential Services to be Acquired and Par- 
tially Consumed 


The basis for estimating future costs of 
differential services to be acquired and 
partially consumed during the project 
planning period is the future outlay of 
cash, or its equivalent, required for their 
acquisition, less the estimated cash equiva- 
lent valuation of services remaining at the 
end of the period. 


(1) The measure of the cash, or its equivalent, 
for the acquisition of these services is the 
same as that used in measuring differential 
services acquired and fully consumed. 

(2) If replacement of the remaining services is 
considered by management, their valua- 
tion can be measured by estimated re- 
placement cost, at the time of expected 
replacement, discounted to the end of the 
period. 

(3) If replacement of these residual services is 
not a present consideration, their valua- 
tion may be measured by estimated net 
proceeds as of the end of the period. 


Differential Services on Hand and Fully 
Consumed 


The basis for estimating future costs 
of differential services on hand, or for 


4 The concept employed here is frequently called 
value in best alternative use. Where replacement is 
considered, the value in best alternative use is presumed 
to be a substitute for the cost of replacement. If the 
time period between the date of exchange and the 
date of expected replacement is magend storage costs are 
important, replacement cost at the time of expected 
replacement should be adjusted by the estimated 
differential storage costs saved through the proposed 
excna 
If replacement is not considered, net proceeds is the 
higher of the mnpnining, Senasiess of: (1) sale as is; 
or (2) use in some other production or distribution 
activity. In the latter case, the value cannot exceed re- 
placement cost. 

Throughout this entire section, it is presumed that 
management’s consideration of replacement reflects the 
fect that it is the best alternative. That is, it considers 
replacement only where the discounted replacement 
cost is in excess of net proceeds. If this assumption were 
dropped, the proper measure of cost would be dis- 
counted replacement cost or net proceeds whichever is 
the higher. 


which the company is irrevocably com. 
mited, at the beginning of the period which 
are expected to be fully consumed within 
that period is their cash equivalent val. 
uation at the time of utilization. 

(1) If replacement of such services is consid. 
ered by management, their valuation js 
estimated replacement cost at the time of 
utilization. 

(2) If replacement of such services is not a 
consideration of management, their valua- 
tion is estimated net proceeds foregone at 
the time of utilization. 


Differential Services on Hand and Partially 
Consumed 


The basis for estimating future costs of 
differential services on hand, or for which 
the firm is irrevocably committed, at the 
beginning of the period which are expected 
to be partially consumed within that pe- 
riod is their cash equivalent valuation at 
the time of utilization. 

(1) If replacement of such services is consid- 
ered, their valuation is estimated replace- 
ment cost, at the date of expected replace- 
ment, discounted to the time of utilization. 


Time, Risk and Uncertainty Adjustments 


The future differential costs associated 
with each alternative must be adjusted for 
time, risk of loss, and uncertainty of risk 
before evaluation is possible. Discounting 
each anticipated future cost to some com- 
mon point in time is usually the most 
satisfactory method of adjustment for 
time and risk factors. The rate(s) of dis- 
count used for these purposes should re- 
flect management’s appraisal of the risk 
entailed by each prospective undertaking. 

If the time periods of two or more of the 
alternatives are significantly different, 
these differences must be taken into ac- 
count in any calculation. One method of 
doing so is to compare the two alternatives 
on the basis of the rates of return implied 
by their respective investments and future 
net proceeds. 
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Another method is to select a common 
time period, preferably the shortest pe- 
riod, to which the firm would be com- 
mitted by the adoption of any one of the 
alternatives. Each of the longer alterna- 
tives can then be fitted to the shortest pe- 
riod by estimating the cash equivalent 
valuation of the residual services as of the 
end of the common time period. 

The degree of uncertainty attending 
each of the estimates of future differential 
cost for each of the various alternatives 
may be taken into account by employing 
different rates of discount, or setting forth 
a range for each set of estimates. Full dis- 
closure of the bases for the estimates 
should be made to assist management in 
its evaluation. 

Pricing 

A special area of planning which war- 
rants separate attention is pricing. Cost is 
one element in the determination of price, 
but it must be considered in concert with 
numerous other factors embodied in the 
total concept of demand. 

In non-repetitive sales, the future dif- 
ferential cost of making and selling the 
product, measured from the costs of not 
making and selling the product, ordinarily 
establishes a lower limit for price. This 
limit may be ignored by management for 
short periods because of certain non- 
monetary factors, but the monetary sacri- 
fice entailed in so doing is measured by the 
difference between price and future differ- 
ential cost. It is management’s responsi- 
bility to determine subjectively whether 
or not this sacrifice is warranted by non- 
monetary considerations. 

In repetitive selling, many non-mone- 
tary factors such as competitive reactions, 
legal requirements, or ultimate needs for 
replacement, usually dictate a higher mini- 
mum than that embodied in any short pe- 
riod planning cost. Conceptually, the 
Planning costs for pricing goods which are 
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sold repetitively should take into account 
the discounted total future gains and losses 
occasioned by the adoption of any one 
price or price structure rather than an- 
other. Since most of these future gains and 
losses defy satisfactory expression in mone- 
tary terms, the selection of the margin of 
price over future differential costs is a 
direct responsibility of management. 


COSTS FOR PERIOD PLANNING 

The principal objective of period plan- 
ning is the development of various sets of 
plans and their conversion into a single 
overall plan in order to direct and co- 
ordinate each of the separate activities and 
to assure that their summation is an accept- 
able whole. The period adopted usually is 
one year. The adopted plan is the basis for 
communication and includes cost data 
useful for control of subsequent opera- 
tions. 

Period planning usually results in an 
overall budget. Such planning ordinarily 
is carried on within the framework of an- 
ticipated costs and revenues for income de- 
termination purposes or other rather com- 
plete accumulations of costs rather than 
differential cost constructions. In this re- 
spect period planning represents a po- 
tential area of conflict between planning 
and income determination costs. For those 
activities whose future service require- 
ments within the budget period will be 
consumed during the same period, the 
period planning employs essentially the 
same cost concepts as project planning. 
One difference is that for convenience pro- 
ject plans are often measured in terms of 
differential costs whereas period plans are 
stated in terms of rather complete accumu- 
lations of cost. In those activities for which 
services are on hand at the beginning or 
end of the planning period, the results of 
the two also may differ because period 
planning uses the booked cost valuations 
for income determination as opposed to 
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the cost concepts appropriate for project 
planning purposes. 

In many instances project planning is 
carried out as a part of period planning. 
In other instances, it is not feasible to sub- 
ject all areas of the business at short inter- 
vals to a review and replanning of past 
adopted plans or to undergo project plan- 
ning for all items. These latter items then 
enter into the planning process directly 
via period planning. 

Normally, the process of period planning 
involves a build-up of estimated future 
costs by areas of responsibility and func- 
tions which must be performed if major 
policies and previously adopted plans are 
to be followed. Typically, the estimating 
procedure utilizes historical costs. The 
concept of variable cost is a useful device 
for such planning purposes, but it can be 
easily misinterpreted. Because it normally 
reflects the relationship of only one vari- 
able (volume) to the behavior of total 
costs, this concept is often inadequate, 
since expected changes in factors other 
than volume (e.g., price, efficiency, or man- 
agement attitude) will have a significant 
effect upon future outlays. Variable cost 
may be used as a first approximation of fu- 
ture cost. Adjustments can be made to 
take account of expected changes in the 
other variable before final estimates are 
determined. 

Period planning provides for an overall 
evaluation by top level management of a 
master plan prepared in accordance with 
major policies and restrictions previously 
imposed by it. It is constructed as a re- 
viewing device rather than as a means of 
providing the basis for the preparation of 
another master plan or revision of the 
plan under consideration. Changes in 
planned combinations of activities, in- 
duced by apparently unsatisfactory total 
results presented in period planning, 
should be re-examined in the light of the 
proper concepts of project planning cost 
before they are effected. 
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The communication of adopted period 
plans normally envisions their construction 
in such a manner as to co-ordinate and 
control the activities of the firm. This jp. 
volves the assignment of these period plans 
to areas of responsibility. 


COSTS FOR CONTROL 


Cost data are useful in the control of 
current operations. The selection of cost 
concepts for such purposes is a matter of 
personal discretion depending upon the 
cost construction which in the given situa- 
tion is believed to be best able to accom- 
plish the objectives. Therefore, such costs 
may be historical costs, standard costs, 
planning costs, or even constructions 
which merely simulate costs. They are 
useful for three main purposes: 

(1) Costs are useful, along with other devices, 

as a means of communicating information 
about approved plans. 

(2) Costs may be constructed and used ina 
way that will motivate individuals within 
the organization to take action most likely 
to further the interests of the firm. 

(3) Costs are useful as a means of reporting 
actual performance and the differences be- 
tween actual performance and the per- 
formance that should have been attained 
under the circumstances. These reports 
may provide a useful tool for improving 
performance in future periods. 


Costs as a Communication Device 


Cost data help to convey information 
about the objectives that management 
wishes to achieve, the methods to be used 
to achieve these objectives, and the limi- 
tations to which the organization is ex- 
pected to adhere. These objectives, meth- 
ods, and limitations are the result of de- 
cisions reached in the planning process. 
Cost data therefore are devices by means 
of which management can direct individ- 
uals within the organization to carry out 
plans. In this use, costs may be classified 
in terms of activity, personal responsi- 
bility, or types of services to be used in car- 
rying out the adopted plans. While the 
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budget is one form of communicating in- 
formation of this type, it is, of course, not 
the sole means and rarely is it as important 
as other communication devices, particu- 
larly oral instructions. 

The measurable concepts of cost ap- 
propriate for the communication function 
require a mutual understanding by man- 
agement and individuals of the bases upon 
which the costs are calculated. 


Costs as a Device for Motivation 


Cost data, if properly constructed and 
if accompanied by proper management 
action and attitude, can be an important 
factor in motivating the organization, for 
they may serve as an incentive for accom- 
plishing the planned objectives. Some con- 
cepts useful in developing cost data that 
help to motivate individuals within the 
organization may be suggested. 

1. A basic concept of motivation is that 
it is best accomplished when costs are re- 
lated to personal responsibility, but this 
does not mean that individuals should be 
charged only with costs for which they 
are completely responsible. There are few, 
if any, elements of cost that are the sole 
responsibility of one person. Some guides 
in deciding the appropriate costs to be 
charged to a person (responsibility center) 
are as follows: 

(a) If the person has authority over both the 
acquisition and the use of the services, he 
should be charged with the cost of such 
Services. 

(b) If the person can significantly influence 
the amount of cost through his own action, 
he may be charged with such costs. 

(c) Even if the person cannot significantly in- 
fluence the amount of cost through his own 
direct action, he may be charged with 
those elements with which the manage- 
ment desires him to be concerned so that 
he will help to influence those who are 
responsible. 


2. A method of motivation that may 
be useful is the designation of a cost limit 
toserve as a restriction on service acquisi- 
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tion or utilization for a specified activity. 
This approach is especially useful in areas 
where costs cannot be related to specific 
performance, such as research personnel, 
and other staff functions. 

(a) The limitation may represent an inviolate 
ceiling or merely a statement of expecta- 
tions around which a certain amount of 
latitude is permitted. 

(b) The limitation may be expressed as a 
single amount or it may be broken down 
into detailed service categories depending 
upon the type of control that management 
wishes to exercise. 


3. The basis of measurement used in 
providing cost data for control is often a 
matter of management discretion and an 
important consideration in motivation. 
Different bases may significantly affect 
the way in which different individuals are 
motivated. For this reason, the bases of 
measurement selected should be consistent 
with the type of motivation desired. For 
example, different types of motivation 
may result when maintenance costs are 
charged to a responsibility center on the 
bases of: (1) a rate per maintenance labor 
hour, (2) a rate per job, or (3) a single 
amount per month. 

4, Reporting with respect to costs for 
which any person is held responsible should 
be consistent both as to basis for measuring 
any given cost factor and the types of cost 
factors included in such reports. This im- 
plies that if a budget includes labor costs 
measured on a standard basis, performance 
costs being compared with the budget 
should be measured according to the 
same standard. Likewise a person should 
not be held responsible for a cost factor in 
one report, and be freed from responsibil- 
ity for the same factor in another report. 


Costs as an Appraisal Device 


Costs for control purposes are prepared 
(1) before the fact (in the form of standard, 
or budgets) and (2) after the fact (in the 
form of performance reports). Actually, 
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control can be achieved only before the 
fact. Nothing that happens after the fact 
can in any way alter or undo what has 
already been done. The appraisal process 
that is based on performance reports is use- 
ful only insofar as it leads to better per- 
formance in the future, by instigating a 
study to avoid repeating previous mis- 
takes. In addition, knowledge of the fact 
that an appraisal is to be made can be an 
important stimulus to good performance 
on the part of the person being judged. 
The performance reports used in the 
appraisal process are both a device for 
motivating individuals and a means of 
conveying information to management 
useful in starting a new planning cycle. 

Some concepts underlying the construc- 
tion of a cost reporting system are: 

1. The concept of a standard. Costs can 
be set forth as a standard against which 
actual performance is to be measured. A 
standard cost is a statement of expected 
costs, or what costs should be under an 
assumed set of conditions. There are 
various types of standards. Normally 
they are predetermined costs and serve 
both the communication and motivation 
control functions. They may be expressed 
as average product costs and as func- 
tional or area of responsibility costs in 
such forms as “normal capacity” costs, 
“ideal” costs, “current attainable” costs, 
and “budgeted” costs. When the stand- 
ard is in terms of specific responsibilities 
within the firm, it may be classified in 
varying degrees of detail depending upon 
the degree of control management desires 
to exercise. For close control a detailed 
classification is appropriate so that varia- 
tions of all types are reportable to man- 
agement. If close control is not desired, in 
order to encourage employee initiative, or 
if not possible, because of the nature of the 
activity, a broad classification of standards 
covering longer periods of time or broader 
area of activity, is appropriate. 


2. The equity concept. The person be- 
ing appraised should understand the basis 
on which performance is being judged and 
accept it as an equitable base. 

3. The exception concept. Effective re- 
ports ordinarily are designed so that 
attention is focused on areas where per- 
formance costs differ significantly from 
standards. 

4, The frequency with which costs are 
reported depends on the time interval 
within which significant departures from 
standards may occur, the cost of reporting, 
and on the time required to take corrective 
action. 

While the foregoing comments are 
primarily applicable to subdivisions of the 
enterprise, there is a quantitative measure 
especially useful in appraising overall 
performance of the organization. This 
measure is the rate of return on invest- 
ment. The standard against which the 
return may be compared is the rate of 
return which might have been earned if 
the investment were in another enterprise 
of comparable risk. This is often approxi- 
mated by the return earned by other com- 
panies in the same industry or by other 
divisions in the same company. 

From the foregoing, it should be ap- 
parent that no objective, universal de- 
finitions can be made for costs used for 
control. Since costs are constructed in 
accordance with the motivation desired, 
they are necessarily subjective, and it 
follows that “objective truth” has no 
relevance as a concept in the area of con- 
trol. This does not imply intentional dis- 
honesty or trickery, any more than do the 
principles of semantics. It does mean that 
there cannot be a single, objective defini- 
tion of costs for control purposes. 


HISTORICAL COST REPORTS FOR 
PLANNING AND CONTROL 


The previous sections on planning and 
control have set forth basic concepts 
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appropriate for cost reports for manage- 
ment. The implementation of these con- 
cepts in cost reports rests on varying 
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are two aspects of this problem: (1) measuring 
the services used, and (2) assigning a cost to 
the services used. 

a. In measuring the services used, the following 


degrees of reliability. As a result, many 
firms use the data available in the con- 
ventional accounting system as a basis for 
planning and control decisions. It is 
appropriate therefore that a statement be 
prepared indicative of the concepts under- 
lying such cost reports for planning and 
control. It must be recognized that these 
concepts are approximations of the more 
basic concepts previously set forth. In 
this statement, only those concepts at 
variance with or supplementary to the 
concepts underlying corporate reports to 
stockholder are presented. 


1. Assets, exclusive of cash and direct claims to 


cash, are bundles of services and cost account- 
ing is concerned with the acquisition, utiliza- 
tion, and disposition of services. 


. Acquisition cost is the cash or cash equivalent 


released, on the acquisition date, to acquire 

services but there is no reason to assume that 

every service has an acquisition cost attached 
to it. 

a. Normally, interest is not recorded as a cost 
of non-monetary services acquired but is 
treated separately as a cost of money. This 
should not preclude the treatment of minor 
elements of interest as cost when its separa- 
tion is difficult and involved. 

b. For some purposes (such as a status report 
on firm investments as an aid in future 
planning) recognition in memorandum ac- 
counts may be granted services to be 
acquired on the date the order is placed. For 
most purposes, however, recognition in 
accounting records may be delayed until 
the acquisition of the services. 

c. Services acquired should be classified in a 
manner which facilitates their tracing on 
subsequent use. Because management nor- 
mally plans in terms of types of physical 
units and changes these plans frequently, 
the most useful basic classification is in ac- 
cordance with the form containing the 
services. Other classifications may supple- 
ment this basic classification to reveal in- 
tended use and assigned responsibility. 


3. Utilization Cost is a measure of the cost of the 


services used in a specific period of time. There 


classification is often helpful: 

(1) The services expiring due to the passage 
of time alone. 

(2) The services which would have been 
consumed by the passage of time, but 
were in fact used in the operation 
process. 

(3) The services used solely because of the 
operation process. 

(4) The services which preclude reasonable 
determination of the time of their use 
and must be treated conventionally, 
such as types of advertising. 


. The services used in any period of time 


should be measured first in terms of a por- 
tion of the acquisition cost (according to 
some assumed flow) to the firm. Ideally, 
such a measure should reflect the intent of 
management. For example, if a higher price 
were paid for some of the services in an 
asset (as might be the case in the first 
year’s services of a machine or building), 
the measures of the services used should 
reflect such managerial intent. If specific 
intent is not known either by management 
or the accountant, it seems desirable to re- 
flect the typical use of asset services and 
measure them in the following manner. 


(1) Services used as acquired (such as labor 
and utilities) but paid for at regular 
intervals may be costed as though 
every service had the same cost within 
the pay period. This should not how- 
ever, preclude the more accurate pro- 
cedure of costing according to indi- 
vidual measures of services used when 
the amount involved is important or 
significant and the information is avail- 
able, as is the case of labor under piece 
rate pay. 

(2) Services which attach to physical units 
and flow with them (such as materials 
and supplies) may be costed at the 
average cost of each unit in individual 
bundle purchases or at the average cost 
of each unit for all bundle purchases in 
a period of time. When a different 
average is computed for each bundle 
purchase, any flow of sequence in which 

the bundles are used may be assumed. 

Consistent use of one adopted flow be- 


sis 

nd 

re- 

at 

er- 

om 

are 

fal | 

om 

ve 

ure 

he 

all 

st- 

he 

of 

if 

se | 

xi- 

ler 

p- 

e- 

or 

in 

4, ¢ 

it 

no 

n- 

is- 

he 

at 

i- 

©... 

ts | ee 

{ 


comes important if management is to 
understand resulting reports. 
Services which flow from physical units 
without any flow of physical units 
(such as depreciation) may be costed on 
the assumption that services flow with 
output and cost assigned as an equal 
amount per unit of output. Or, the 
assumption may be made that services 
flow with the passage of time and serv- 
ices used may then be costed to periods 
of time either in equal amounts per 
unit of time or according to some other 
method of apportionment. 
Services whose time of utilization is dif- 
ficult to determine, such as advertising 
and administrative salaries, ideally 
should be set up as assets acquired and 
treated as utilization cost on some 
reasonable basis representative of the 
effort applied through the use of such 
services. This basic conception, how- 
ever, should not preclude the general 
view that such services are used as 
acquired provided there is no basis for 
the more satisfactory treatment. 

c. In addition to the measurement of services 
used in terms of acquisition cost, it is some- 
times helpful to measure the use of these 
services in terms of replacement cost® so as 
to provide a separation of the gain or loss 
due to non-operational factors from the 
operating gain or loss. 

(1) It may be useful to separate general 

price level gains or losses from specific 
price level gains or losses. 
As services acquired at no cost or at 
significantly less than fair market value 
are used they may be measured in 
terms of replacement cost and the re- 
sulting gain separated from other 
gains. 

4. Activity cost is a measure of the cost of the 
services used in performing some function, 
such as creating a product or some activity in 
the process of doing so. Any allocation of costs 
involves approximations. When allocations are 


(3) 


(4 


(2) 


5 Replacement cost is used here as the cash or cash 
equivalent currently required to replace the services 
used, not necessarily the physical unit. Also it is con- 
ceived in terms of the normal method of purchasing, 
which involves bundle purchases of services. Replace- 
ment cost is thus a share of the cost of replacing the 
bundle of services which normally will be purchased. 
The allocable share should be measured in a manner 
similar to that used in determining the share of acquisi- 
tion cost used. 
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to be made, such as for product costing, they 
may be measured in terms of utilization costs 
and may be separated between those due ex. 
clusively to the operating process and those 
which would have been consumed with the 
passage of time if not used. In some cases jt 
may be possible to allocate services used in a 
period of time according to one overall basis, 
In other cases each element of cost may be 
assigned according to some physical unit repre- 
sentative of the flow of the services. In still 
other cases where there is no feasible way of 
allocating costs according to the flow of serv- 
ices, any reasonable basis of allocation may be 
used.® 


5. Disposition costs are a measure of the services 


disposed of during a period of time and are 
useful in income reports to management. Fre- 
quently it is desirable to separate such costs 
between those whose services were originally 
used solely because of the operating activity 
from those whose services were related to the 
passage of time. Normally they are measured 
in terms of acquisition costs, but it is some- 
times desirable to separate acquisition costs 
into the two elements of utilization costs and 
variations of utilization costs from acquisition 
costs. 

a. The cost of services traced to units of prod- 
ucts should not be considered disposed of 
until the product is sold or otherwise 
relinquished. 

b. Services used in operations but not assigned 
to products should be separately classified 
in income reports unless there are reasons 
to defer them. Such reasons relate to the 
intent of management at the time of their 
use and the extent to which they are ex- 
pected to aid in providing revenue in subse- 
quent periods. 


COSTS FOR EXTERNAL PURPOSES 
Financial Statements 


Costs are, of course, an important con- 
sideration in the measurement of income 
and in the valuation of assets for purposes 
of financial statements prepared for stock- 
holders and other outside parties. Cost con- 
cepts relevant for these purposes are includ- 
ed in the statements on “Concepts and 
Standards Underlying Corporate Financial 


® There should be no assumption that only manufac- 
turing overhead should be assigned as a cost of product. 
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Statements” prepared by the Committee 
on Accounting Concepts and Standards of 
the American Accounting Association, and 
therefore are outside the scope of the work 
of the present committee. 


Cost-T ype Contracts 


Many contractual agreements specify 
that payment be made on the basis of cost 
or of cost plus an allowance for profit. In 
view of the fact that no generally agreed 
upon definition of “costs” exists, it is 
important that the parties to the contract 
define in considerable detail what they 
mean by “cost” in the particular situation 
to which the contract applies. 

Even though care is taken in framing 
this definition, it is unlikely that all 
problems that will arise can be foreseen. 
Most of these problems pertain to the 
treatment of “common costs’; that is, 
costs that relate partly to the work being 
done under the contract in question and 
partly to other work done by the enter- 
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prise. A case in point is the occupancy costs 
of a building in which both work under the 
contract and other work are being per- 
formed during the same time period. When 
the contract itself does not specify how 
these costs are to be divided, the division 
should be made in terms of conventionally 
accepted accounting procedures. To the 
extent that conventionally accepted ac- 
counting procedure do not provide a solu- 
tion, the appropriate allocation may be 
made by references to arbitration or to 
courts of law. 

There seems to be a belief in some quar- 
ters that there is, or should be, some 
scientifically correct way of dividing these 
costs. This belief is incorrect. Although 
there are generally recognized customs or 
conventions that may be helpful in cer- 
tain areas, none of these has, or can have, 
the status of scientifically valid rules since 
common costs are, by definition, not 
precisely identifiable with one specific con- 
tract or project. 


Committee on Cost Accounting Concepts 
and Standards 


1955 


Robert N. Anthony 
James S. Schindler 
Edward L. Wallace 
Glenn A. Welsch 
Norton M. Bedford, Chairman 
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TAX EQUITY AND THE NEW 
REVENUE ACT* 


Tuomas C. ATKESON 
Professor, College of William and Mary 


Indian sage by the name of Manu 

who said, “Of the unequal partition 
of taxes the necessary consequence is a 
greater quantity of suffering than the 
same amount of taxes would produce, if 
more equally imposed, because the pain of 
the man who pays too much is out of all 
proportion greater than the pleasure of the 
man who pays too little. To make the bur- 
den equal, it should be made to press with 
equal severity upon every individual. This 
is not affected by a mere numerical pro- 
portion.” 

And then too we recall the first of the 
four widely quoted canons of Adam Smith 
in his ‘Wealth of Nations” published in 
1776 in which he said, “The subjects of 
every state ought to contribute towards 
the support of the Government, as nearly 
as possible in proportion to their respective 
abilities; that is, in proportion to the 
revenue which they respectively enjoy un- 
der the protection of the state.” This is his 
canon on “equality.” 

Both of these writers and thousands of 
others, since their day, are simply strug- 
gling to say that in taxation we should 
have that quality of “equity.” 

Our dictionaries tell us that “equity” is 
the quality of being fair, or impartial. At 
law, it is a system of jurisprudence or a 
body of doctrines and rules based on the 
application of the dictates of conscience or 
the principles of natural justice to the set- 
tlement of controversies. 

Current writers, such as Roy Blough, 


Si: 3,000 years ago there was an 


* This paper was presented at the annual meeting of 
the American Accounting Association, Philadelphia, 
September 1, 1955. 
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tell us that “equity in taxation is that as- 
pect of tax fairness that is concerned with 
similarities among taxpayers. Equity is 
achieved when persons and businesses ina 
similar economic position are taxed the 
same. Tax equity is one of the applications 
of a broader idea that taxes, to be fair, 
should be ‘neutral’; that is, they should not 
change the relative economic position of 
taxpayers.” Thus has evolved the term 
“tax neutrality.” 

But complete neutrality is unattainable 
because of the myriad complexities of our 
social and economic life. Even if attained 
for one day it would be obsolete the next 
because of the ever changing economic re- 
lationships. Nor is it always desirable to 
attain it, since there are occasions when it 
is essential to use this powerful economic 
instrument to encourage changes in these 
relationships. 

Because of the fundamental evolution- 
ary aspect of human history tax laws are 
evolutionary in their development rather 
than “de novo” enactments on a clean 
slate according to some grand design con- 
forming to strict discipline in respect to 
each body of knowledge. 

Sec. 172 of the 1954 Code, relating to 
carry-backs and carry-forwards is one of 
many illustrations of this evolutionary ap- 
proach in practice. The objective here is 
“equity” by means of averaging income 
over good and bad years. With a clean 
slate, I doubt very much that we would 
have a 2-year carry-back and a 5-year cat- 
ry-forward, but rather some smoother de- 
vice such as the moving average technique 
as is found in the case of bad debt reserves 
for banks, or perhaps some still greater 
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refinement. But the slate was not clean and 
there was already in the law a 1-year car- 
ry-back provision, so it was more practi- 
cable to move in the direction of greater 
equity, without going the whole distance, 
by merely increasing the 1-year carry-back 
to 2 years. This was politically attainable 
where the other might not have been. 

This very necessary approach to tax 
law revision, which slows to a snail’s pace 
many basic reforms which should be made 
has the great advantage of minimizing 
economic dislocations which a tax law 
might spark as a result of precipitate 
changes. 

There is much overlapping of purposes 
involved in the changes in the .954 Code 
as between those provisions designed to 
achieve equity, about which I am to talk 
to you; the provisions designed to stimu- 
late economic growth, which are in the 
field of the second speaker; and, those 
tending towards a reconciliation of ac- 
counting and statutory concepts that are 
in the province of the third speaker. 

A good case, for example, can be made 
for the new rules relating to depreciation 
as falling well within the province of all 
of us as they embrace characteristics of 
equity, economic stimulation, and ac- 
counting latitude. 

Undersecretary Folsom, in a speech be- 
fore the American Management Associa- 
tion last year, said that the chief purposes 
of the tax law revision were (1) to remove 
inequities; (2) reduce restraints on eco- 
nomic growth and the creation of jobs; 
(3) close loopholes;and, (4) clarify the 
law, The Senate Finance Committee in its 
repdrt accompanying the bill stated the 
purposes in a slightly different way. It 
said, “In general, the purpose of these 
changes have been to remove inequities, to 
end harassment of the taxpayer, and to 
reduce tax barriers to future expansion of 
production and employment.” 

Mr. Folsom also went on to say that 
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their efforts to remove inequities have 
brought fairer treatment and reduced 
hardships for millions of taxpayers. The 
changes which he cited by way of illustra- 
tion included— 

Sec. 151(e) relating to an additional 
exemption in the case of a child earning 
more than $600. 

Sec. 2—relating to income splitting by a 
surviving spouse. 

Sec. 214—relating to the working wife 
deduction. 

Sec. 213—relating to more liberal medi- 
cal deductions. 

Sec. 170—relating to additional chari- 
table deductions. 

Sec. 37—telating to the retirement in- 
come credit. 

Sec. 163(b)—relating to the deductibil- 
ity of interest on installment accounts. 

Sec. 106—relating to the non-taxability 
of contributions by an employer for em- 
ployee health and accident plans. 

Sec. 105—relating to sick benefits paid 
in lieu of wages and accident benefits. 

Sec. 72—relating to the exclusion ratio 
of annuities. 

Sec. 175—relating to expensing of soil 
and water conservation cost of farmers. 

Each of us can think of additional 
changes of an equity nature such as further 
liberalization of the provisions relating to 
the sale of personal residences; tax-free 
exchange of certain types of insurance and 
annuity contracts; deductibility of ex- 
penses by the out-of-town salesman; the 
more favorable treatment of scholarships 
and fellowships; the many new elections; 
and a host of others. 

Moreover, we can all probably find a 
basis for attacking the accuracy of the 
“equity” classification assigned to each of 
the items to which I have referred. 

Some, we would say, don’t go far 
enough, some too far, and others, instead 
of being equitable, are downright discrim- 
inatory. As for example, Sec. 214 relating 
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to the working wife deduction is so 
hedged about with restrictions as to be of 
limited use and, therefore, does not go far 
enough; that portion of Sec. 105, relating 
to sick pay exclusion seems to go too far 
because of lack of restrictions as to what 
constitutes a plan; and, that portion of 
Sec. 151(b) relating to children over 19 in 
school might be regarded as highly discrim- 
inatory as between those parents who can 
and cannot afford to send their children to 
college. 

But nevertheless, they are all fairly 
normal projections of previously existing 
tax law and are the product of the natural 
evolutionary principle to which I have 
referred. So for the purpose of our discus- 
sion, I will stick with this list. 

Randolph Paul has said on a number of 
occasions that considering this type of ap- 
proach it is surprising that our tax laws 
are as good as they are and are probably 
much better than we deserve. 

So I, for one, do not wish to approach 
the task of studying the equities of the 
1954 Code from the standpoint of trying 
to demonstrate just how “inequitable” 
some of these equities are but rather 
learning, if possible, what we can do by 
way of maintaining the progress that has 
been made; evolving further improve- 
ments; and, insuring the enjoyment of the 
benefits which have been provided. 

As to the specific items mentioned by 
Mr. Folsom, they have by their nature 
theoretical application in whole or part to 
many millions of return filers. They have 
practical application only to the extent 
that they are actually availed of. There is 
a fairly sizeable difference between theory 
and practice in this case. 

The first difference stems from the 
law itself which provides for a standard 
deduction and a per capita exemption sys- 
tem. These two deductions are large 
enough in millions of cases to make many 
of the new equity provisions inapplicable, 


from a practical standpoint. As for exam. 
ple, a single man with a $5,000 salary who 
had a $400 medical expense and no other 
deduction is not affected one way or the 
other by the more liberal deductions pro- 
vided by the 1954 Code because his stand- 
ard deduction is greater than his medical 
deduction both before and after the 
changes in the Code. 

For the tax year 1952 the “Statistics of 
Income”’ show that of the 56,529,000 re- 
turns filed, 43,693,000, or 77%, utilized the 
standard deduction. 

At this time no one knows how much, if 
any, this relationship will change by vir- 
tue of the more liberal treatment provided 
by the 1954 Code. My own guess is that 
the change will be negligible. 

The second difference between theory 
and practice stems from the natural dis- 
taste that millions of people have for so- 
called paper work and record keeping 
which is so essential to a documentation of 
their right to claim the benefit of many of 
these new “equity” provisions. 

See for example Sec. 1.37—2 of the pro- 
posed regulation relating to eligibility for 
retirement income credit, particularly that 
portion concerned with any 10 calendar 
years preceding the taxable year plus the 
application of the rule with respect to 
earned income of a surviving spouse. See 
also Sec. 1.152-2 of these regulations relat- 
ing to the items to be included and ex- 
cluded in determining the 50% support 
test for dependency deductions. Also, see 
those relating to expenses while away 
from home, medical expenses, and the 
life expectancy tables for computing the 
annuity exclusion ratios. These and other 
items are common to millions of people 
who just have not developed the record- 
keeping habit to a point where they can 
always document the allowances to which 
they have a theoretical and legal right. 

Yet the tax administrator has a right 
and a duty to ask for reasonable documen- 
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tation. Failing such the equity provisions 
have to remain in the realm of theory for 
such persons and, therefore, are inappli- 
cable in practice. 

The third difference between theory and 
practice stems from human nature in gen- 
eral. The tax law draws general dividing 
lines, the regulations attempt to define 
them, and the tax forms to spell them out. 

For those taxpayers not audited by the 
tax administrator, which comprise by far 
the major portion of the 56-odd million 
returns to which I have referred, one of 
several situations may result. 

(a) The taxpayer with or without ap- 
propriate records may simply not under- 
stand the complex rules and inadvertently 
deprive himself of the equities to which he 
is entitled; or, he may inadvertently claim 
them. In either event his action becomes 
final because he is not audited. 

(b) The taxpayer without records may 
understand the rules and know in his con- 
science that he is entitled to claim the 
benefits and in fact do so. Thus he enjoys 
a break not enjoyed by his neighbor who 
is audited, but who can’t produce the 
needed proof. 

(c) The taxpayer with or without rec- 
ords may consciously claim the benefits 
even though he knows he is not entitled to 
them, but because he is not audited enjoys 
the preferential treatment. 

Thus it becomes evident that despite all 
the equity provisions of tax law, it is 
purely a theoretical equity unless put into 
practice. 

How do we bridge this gap between 
theory and practice? So far as I know, 
there is no wholly satisfactory answer. But 
let us see if we can spot what seems to be 
the basic trouble. 

With the revenue service now auditing 
only a small fraction of all returns, it 
would be unreasonable to assume that the 
gap can be bridged by a complete audit, as 
the number of agents required for such a 
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stupendous task would result in a swarm 
of agents out of all proportion to our con- 
cept of good government. 

With the record-keeping requirements 
what they are, it would be unreasonable to 
assume that every taxpayer is going to 
quickly adjust himself to the maintenance 
of the records necessary to make theoreti- 
cally complete compliance with the law and 
regulations. 

With the tax forms, as good as they are, 
it is unreasonable to assume that they fit 
with sufficient clarity all situations of all 
taxpayers, and perhaps never can be made 
to do so. 

With the necessity on the part of tax- 
payers to work for a living it is unreason- 
able to expect them to devote the amount 
of time and study necessary to give them, 
on their own, a complete understanding of 
the law, and regulations, rulings, etc., 
applicable to their special situation. 

This still leaves us with the gap and 
until one or more of these things happen, 
there will always be a failure to achieve in 
practice the equity of treatment accorded 
in theory by the law. 

All of this points to the conclusion that 
the requirements of law have run some- 
what ahead of the administrator’s re- 
sources to insure complete enforcement; 
ahead of the general public’s habit of ap- 
propriate record keeping; and, ahead of the 
general public’s ability to fully compre- 
hend when limited to a “read and run” 
approach of the type usually given a news- 
paper. 

I am confident that this gap will narrow 
over the years through the gradual imple- 
mentation of the revenue service’s forces 
and improved techniques of administra- 
tion; through the gradual advancement of 
record-keeping techniques by you as ac- 
countants and your education of the 
American public in the use of such tech- 
niques; and by the more widespread under- 
standing of the tax laws by the people, 
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such as will eventually result from Com- 
missioner Andrews’ high school program, 
when such students form the main body of 
the taxpaying public. 

In the meantime, however, there is 
much miscarriage of the equity contem- 
plated by law because we have not made 
the advancements in the fields of adminis- 
tration,”compliance, and education neces- 
sary to keep pace with the law. 

Every provision designed to obtain 
equity results in a further stratification of 
taxpayers according to their circumstances 
in order that special rules may be pro- 
vided. This in turn makes more difficult 
the understanding of the law’s require- 
ments. It is possible that some of this has 
come upon us too suddenly. 

There was a time when a dependent was 
a dependent and that was all there was to 
it. But now we have to watch out for 
whether such is being claimed in connec- 
tion with Sec. 1(b), by the head of the 
household; Sec. 2(b), by a surviving 
spouse; Sec. 214 incident to the working 
wife credit; Sec. 213, incident to the medi- 
cal expense deductions; or, Sec. 152(d) 
relating to the special support test in the 
case of students, because dependents who 
qualify for one purpose do not necessarily 
qualify for a different purpose. 

In connection with the retirement in- 
come credit it becomes important to 
divide taxpayers as between those aged 
under 65, 65 to 75, and 75 and over. 

And finally in connection with expenses 
in earning a salary, a classification of in- 
side and outside salesmen has now become 
necessary. 

Some of these and other “equity” 
changes are of real importance to individ- 
ual taxpayers if properly handled on their 
returns, such as the extra break given in 
the case of a child earning more than $600. 
For parents with a $5,000 income, this 
represents a saving of $120 out of a former 
total tax of $660. The Finance Committee 


Report indicated that this provision would 
benefit some 1.3 million taxpayers to the 
extent of $75 million. 

Other savings estimated by the Commit- 
tee were $130 million involving some 2.1 
million taxpayers in the case of the work- 
ing wife provision; $10 million involving 
some 100,000 taxpayers in the case of the 
unrelated dependents’ deduction; $10 mil. 
lion involving some 1.6 million taxpayers 
in the case of interest on installment con- 
tracts; $80 million involving some 8,5 
million taxpayers in the case of the extra 
medical deduction; and, so on down the 
list. 

But an “equity” is no longer an “equity” 
if by inadvertence those not similarly sit- 
uated enjoy it, or those entitled to it do 
not claim it. The many shades of differ- 
ence called for by the refinements of the 
1954 Code tend to become blurred amidst 
the mass of lower bracket returns because 
of frequent misunderstanding and absence 
of complete enforcement. 

Until we can make better progress in 
these two areas it would appear that a 
more careful look should be taken at the 
requirements affecting the great mass of 
return filers at the lower end of the in- 
come scale. 

Today every individual having a gross 
income of $600 or more is required to file 
a return ($1,200 in the case of those 65 
and over). Yet the term “gross income” is 
itself so difficult to define, you will not find 
a line on the individual tax return blank 
entitled “gross income.” 

In electing to file a Form 1040 rather 
than a Form 1040A, a taxpayer gives up 
certain benefits to which he is entitled 
such as the tax free covenant credit, the 
foreign tax credit, the partially tax exempt 


credit, the credit for dividends received | 


and for retirement income, and the tax 
effects attributable to the status of head of 
household or surviving spouse. Certain of 
these are also sacrificed if he elects to file 
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a Form 1040 on which the standard deduc- 
tion is used. 

Moreover, there is a fairly substantial 
number of wage earners and others not 
now covered by income tax withholding on 
whom no satisfactory check exists as to 
whether or not any returns are filed. Where 
such are not filed much havoc is wrought 
to the theories of equity as between them 
and those in similar circumstance who file. 

The factors tend to blunt the scalpel 
provided by law for carving out with pre- 
cision the equities that have been provided, 
particularly among the mass of taxpayers 
at the lower end of the income scale. 

Looking back to the tax year 1952, 
which is the latest year for which official 
statistics are available, we find that out of 
the 56.5 million returns filed, 22 million or 
39% reported an adjusted gross income of 
under $2,500. 

Of these 22 million with under $2,500, 
close to half, or more precisely—10.5 mil- 
lion, reported no tax primarily because the 
exemptions were larger than the income. 

They were required to file, however, be- 
cause of the $600 filing requirement, or 
because they received less than $600 and 
had tax withheld which they wished to 
recover. 

The arguments usually made for filing 
non-taxable returns are (1) it makes the 
taxpayer review his situation systemati- 
cally so as to be sure he isn’t guessing as to 
whether or not his exemptions exceed his 
income; (2) it provides the revenue service 
a record for potential audit; (3) the eco- 
nomic data obtainable from the returns are 
helpful in appraising the tax structure; 
(4) a taxpayer has to go through the mo- 
tions of figuring his income in order to 
determine whether he is required to file 
and, therefore, might as well take the extra 
step of completing the return; and, (5) the 
self-employed must file for social security 
purposes. 

For a long period in our history the filing 


rule was based on income in excess of mar- 
ital status exemptions but was shifted to a 
flat basis with the broadened base in 1944. 

In looking at the other half of the 22 
million returns with adjusted gross income 
of under $2,500, which have reported a tax 
because their income was in excess of the 
exemptions, we find that they had an ag- 
gregate adjusted income of $18.7 billion, 
exemptions of $10 billion, and a tax of 
$1.5 billion. The average income after 
exemptions was in the neighborhood of 
$850 and the average tax about $150. 

The “equity” provisions of the 1954 
Code will reduce these figures by a fairly 
sizeable extent, the exact amount of which 
is not known. The total tax reduction for 
individuals indicated in the Finance Com- 
mittee report is in the neighborhood of 
$800 million, but as previously indicated 
the overriding effect of the standard de- 
ductions and the present per capita exemp- 
tion system will probably make the greater 
part of this reduction realized by the tax- 
payers above the $2,500 adjusted income 
level. 

Nevertheless, some fairly substantial 
proportion will go to the under $2,500 class 
which will tend to reduce the $1.5 billion 
tax figure. 

This suggests that we are pushing a lot 
of “equity” refinements down into a great 
mass of people who on the average are ex- 
pected to learn a lot of law in order to pay 
a relatively small proportion of the tax. 

Generally, the need for refinements of 
“equity” becomes greater as the rates in- 
crease and the squeeze tightens. But those 
people whose tax on the average represents 
less than 8% of their adjusted gross income 
are expected to learn just about as much 
tax law as the man whose tax is 25% or 
more of his income. 

My own feeling is, despite the whole- 
hearted agreement of practically all of us, 
that each of the equity provisions is de- 
sirable and we should work for their im- 
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provement. We are not being realistic 
about it, however, if we think people are 
going to learn tax law as fast as it is being 
given to them. 

Therefore, until they catch-up, should 
not consideration be given to relieving a 
large portion of this lower income segment 
of filing low tax returns until everyone can 
give more orderly and thorough attention 
to the equity provisions in the lower mid- 
dle, middle, and upper brackets? 

There are many ways of doing this and I 
am not here to propose or urge any 
method, but rather to try to add a bit to 
your discussion for such thought as you 
may care to give to it. One way is to go 
back to the old filing requirement rule 
prior to 1944, which now reads—“Returns 
must be filed by all single persons with 
gross income of $600 and over and all mar- 
ried persons filing jointly of $1,200.” These 
figures could be stepped up by another 
$600 for each taxpayer included in the 
return who was 65 or over. 

A still larger bite could be taken by 
saying—‘“Returns must be filed by all 
persons whose gross income exceeds the 
sum of the deductions to which entitled 
on account of his or her exemptions and 
that of his dependents,” with perhaps, for 
this purpose, the dependents being 
limited to taxpayers’ natural or adopted 
children to avoid having the taxpayer re- 
solve the credit for too many doubtful 
dependency categories in his favor. A fur- 
ther safety valve could also be added by 
requiring a return where the adjusted gross 
income exceeded a given amount irrespec- 
tive of the number of exemptions. This was 
in the pre-1944 law. For current purposes 
the amount should probably be $2,500. 

The latter rule would dispose of some 8 
to 10 million returns and would obviate 
the need for the taxpayer’s worrying over 
what he gives up as between his three 
choices of returns, the dividend exclusion 
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schedule, and the retirement income sched- 
ule, annuity exclusion, etc. Moreover, the 
loss of such returns would not entail any 
tax loss to the Government. 

A third approach coupled with one of 
the above might be of the diminishing ex- 
emption type. This would start with 
exemptions on a per capita basis, just as 
at present, at $1,000 and gradually cut 
back to the present $600 exemption at 
$3,000, for example, and remain constant 
from there on up the income scale. Thus, 
the exemptions would be $1,000 at the 
$1,000 income level; $900 at the $1,500 
income level; $800 at $2,000; $700 at 
$2,500, and $600 for $3,000 and over. For 
the in-between amounts there could be a 
reduction factor of 20% to smooth the 
curve. This could certainly get rid of most 
of the remaining returns of the under 
$2,500 group without sustaining any loss 
above the $3,000 level on account of an 
increase in the exemptions. This, of course, 
would entail a revenue loss below the 
$3,000 income limit which probably would 
be something less than $750 million. Not- 
withstanding, the fact that this type of 
exemption system could be built into all 
tax tables, it would nevertheless present 
some administrative problems, but not 
nearly as much as some of the present 
“equity” provisions in their application 
to the lower part of the income scale. 

There is nothing new about any of these 
approaches but there is one other approach 
which strikes me as having more merit 
than any of these which is new so far as I 
know. This is the idea of a minimum stand- 
ard deduction. Present law, as you will 
recall, provides a standard deduction of 
10% of the adjusted gross income, but not 
in excess of $1,000, or $500 in the case of a 
separate return. Thus we have a maximum 
but no minimum. Accordingly, a single 
person living off of interest income in the 
amount of $1,000 is entitled to.a standard 
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deduction of $100. Let us assume that he 
has medical bills of $150. In order to get 
the full benefit of the deduction to which 
he is entitled, namely $120, he has to main- 
tain the necessary detailed records and 
itemize his deductions. For this work he 
will save himself the sum of $4 in taxes, 
but which amount is very important at 
his income level. That kind of equity 
ought to be provided with less effort on the 
taxpayer’s part. One way of doing it 
would be to prescribe a minimum standard 
deduction of $250 or 10%, whichever is 
greater, but not in excess of the present 
$1,000. For separate returns, these figures, 
of course, would be $125, or 10%, which- 
ever is greater, but not in excess of $500. 

This would mean that no single person 
would pay a tax on an income up to $850 
as against $666 under present law and no 
married couple would have any tax on an 
income up to $1,450 as against $1,333 
today. 

This is one sure way to cut through some 
of the complexities at the lower end of the 
income scale without disturbing the pres- 
ent equity provisions above the $2,500 
level. This minimum standard deduction 
can be built into the withholding and return 
tax tables just as is the case with the pres- 
ent standard deduction. 

This approach is subject.to the theoret- 
ical objection that the straight salaried 
worker making $850 is no longer subject to 
tax and, therefore, he is treated in the 
same manner as the single individual with 
an $850 income who is entitled to all the 
hew equity provisions of the 1954 Code 
which were designed to afford relief for 
persons in special circumstances. My com- 
ment on that is that there must be some 
de minimus point at which the fine dis- 
tinctions which have been provided should 
give way to simpler treatment, and it 
could be at the $850 mark just as well as at 
the present $666 mark. This is a matter of 
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political judgment rather than pure scien- 
tific determination. The far more impor- 
tant decision taxwise concerning the slope 
of the progression curve for surtax pur- 
poses was determined upon such a basis. 

Now pushing our fantasy one step fur- 
ther we ask ourselves this question— 
“‘What is there for a tax administrator to 
check or audit in regard to the $600 exemp- 
tion to which every man is entitled, or to 
the $1,200 exemption on a joint return, or 
to the minimum standard deduction of 
$250 for non-separate returns, or to the 
$125 for separate returns?” Obviously, the 
answer is nothing. Then why not prescribe 
filing requirements of $850 for single peo- 
ple and heads of families, and $1,450 for 
married people filing jointly? 

Just for purposes of the record, I would 
like to note in passing that from an equity 
standpoint, I believe the present 10% 
standard deduction is a bit too high. If we 
were to assume the case of a single person 
with a $5,000 income who is in ill health 
and has no choice but to pay $650 in med- 
ical bills we find that he has to pay pre- 
cisely the same tax as the man in good 
health who has a greater choice as to how 
he spends an equal amount after taxes. The 
value of the standard deduction in lieu of 
itemized deductions is in the neighborhood 
of $16 billion, $13 billion of which is 
claimed on returns above the $2,500 level. 
I estimate that there is enough “inequity” 
in this item, if squeezed out by a slightly 
lower allowance rate, to more than equal 
all the taxes currently paid.on all returns 
below the $2,500 level. 

In your consideration of the approach 
involving the use of a minimum standard 
deduction, I wish to cite two cases, admit- 
tedly extreme, but selected to help bring 
in some other factors. 

A single person working for $60 a 
month, or $720 a year, with no dependents 
and no itemized deduction is required 
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under present law to pay a tax of $8. If 
another person in similar circumstances 
and receiving the same pay were to be out 
on account of sickness for six weeks, he 
would pay no tax because of the relief pro- 
vided by Sec. 105 of the 1954 Code. 

This type of refined equity distinction is 
proper. But if we view equity in a broader 
sense, one is inclined to question the wis- 
dom of the employee making only $720 a 
year having to pay a tax of $8 in the first 
instance in the light of the many other 
changes of recent years which effect his 
over-all burden. One of these changes in- 
volves the extension of state and local sales 
taxes, which relatively fall heavier upon 
him than on those in the upper brackets. 
Since 1941, when the $720 worker was 
brought into the Federal income tax struc- 
ture for the first time, these taxes have 
increased substantially. And within the 
same period his basic living cost has almost 
doubled. 

In this admittedly rather extreme case 
we find that the minimum standard deduc- 
tion would (1) eliminate his $8 tax 
(2) avoid the computation inherent in 
the sick pay exclusion (3) save the revenue 
service the work of handling 2 non-profit- 
able returns and (4) tend in the direction 
of greater equity over-all in the tax picture 
as a whole. 

This is one phase of the equity picture 
that the 1954 Code did not really tackle. 
And it was never represented as tackling 
the larger equity problem of readjustment 
of the burden. This is the next phase in the 
evolutionary process of tax legislation. 
This phase will undoubtedly occupy a 
prominent place in the discussions relating 
to tax reduction, which from all newspaper 
accounts has a high priority in next year’s 
Congressional business. 

Let us hope that out of your thinking 
and that of others like you this next phase 
will provide answers appropriate to that 
phase equally as good as most of those 


within the purview of the 1954 tax law 
revision. 


SUMMARY 


The Internal Revenue Code of 1954 
sought to remove inequities, remove hin- 
drances to economic growth, and clarify 
existing tax law, within the basic frame. 
work of existing revenue sources, taxpayer 
classifications, and rates. Thus there was 
no attempt during this revision of the laws 
to make any major re-distribution of the 
tax burden to achieve greater equity as 
between economic groups. 

Efforts to achieve greater tax equity 
were limited to some of the more obvious 
hardship situations within existing classi- 
fications involving matters of health, edu- 
cation, family status, retirement, and 
income security. Among these were pro- 
visions relating to medical deduction, sick 
pay, health plans, students, scholarships, 
fellowships, charitable contributions, sur- 
viving spouse, child care, retirement in- 
come credit, annuity exclusions, personal 
residences, insurance contracts and soil 
and water conservation. 

The equity rules are sound in concept 
and will benefit many millions of tax- 
payers. Some to whom they would nor- 
mally apply, however, will not need them as 
their exemptions and the standard deduc- 
tions are large enough to make their re- 
turns non-taxable. 

The additional rules provided to obtain 
more equitable treatment, of necessity, 
adds complications to the law, the regula- 
tions, and the tax forms. 

This has added to the taxpayer’s prob- 
lem of understanding the tax requirements 
and has made it more difficult for him to 
make certain that he pays the proper tax. 

Continued effort is required on the part 
of the internal revenue service to see that 
the tax returns are correct to insure that 
no one pays no more nor less than he owes; 
on the part of accountants to further de- 
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velop the habit among their clients for 
better records so that the tax can be accu- 
rately determined and substantiated; and, 
on the part of the taxpayers to familiarize 
themselves with the many new tax rules. 

This raises the question as to the advis- 
ability of easing some of the complexities 
for the extreme low income groups until 
there is a better general understanding of 
the rules by the lower middle, middle, and 
upper income groups. This would tend to 
narrow the problem of taxpayer educa- 
tion. 

One of several possible methods for such 
relief that is pointed out for discussion in- 
volved the introduction of a minimum 
standard deduction. The present standard 
deduction is, in general, 10% of the ad- 
justed gross income. Thus a wage earner 
receiving only $720 a year is entitled to a 
standard deduction, in lieu of itemized 
deductions, of only $72, or 10% of $720. 
This small deduction too often forces him 
to itemize deductions involving much by 
way of record keeping as well as tax knowl- 
edge. A minimum standard deduction of 


Tax Equity and the New Revenue Act 203 


$250 or 10% of the adjusted gross income, 
whichever is the greater, would cut 
through much of this paper work at the 
lower end of the scale and permit everyone 
to concentrate on the more important 
phases of taxation. 

Other possible methods for some relief 
of paper work relate to more liberalized 
filing requirements as an alternative to the 
present minimum requirements which cur- 
rently cause the filing of several million 
non-taxable returns. 

Emphasis is placed upon the need for 
taxpayers to thoroughly understand their 
rights under the law or else many of the 
changes in the law to provide more equity 
will become only an idle gesture. The con- 
clusion was expressed that the revenue 
service’s current high school program of 
tax education, the accountants’ help in 
informing the taxpayers, and continued ad- 
vancement in administrative techniques 
will provide substantial improvement, but 
will never fully bridge the gap between the 
law’s requirements and complete compli- 
ance for the mass of taxpayers. 
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A CRITICISM OF “JOINT COST ANALYSIS 
AS AN AID TO MANAGEMENT” 


T. M. Hi 
Associate Professor, Massachusetts Institute of Technology 


EFERENCE is made to a paper by 

R Professor Arthur N. Lorig titled 

as above and appearing in the Oct- 

ober 1955 issue of THE ACCOUNTING RE- 
VIEW. 

It appears to me that the results of this 
analysis can be fully stated as follows: 

If the ratio of the sales value of production of 
a joint product to the unique processing cost of 
that product is less than the ratio of the total 
sales value of production of all products in the 
group to the total processing costs (joint and 
unique) of all products, it follows that the total 
sales value to total cost ratio will be increased by 
scrapping the product in question at the point of 
split-off. 

To ascertain the existence of the above- 
described condition, the author proposes 
to: (1) compute a percentage gross margin 
for the product group; (2) apply this per- 
centage to the sales value of production of 
each product; (3) deduct the result in each 
case from the product’s sales value; and 
(4) compare the remainder with the unique 
processing cost necessary to render the 
product salable. If the unique processing 
cost exceeds the amount found in step (3), 
the condition is shown to exist. 

This procedure appears to me more 
cumbersome than that of computing and 
comparing the ratios in question. However, 
since the author recognizes this alterna- 
tive and states that it “does not seem to 
provide an easier approach to the prob- 
lem,” we may have here simply a difference 
of opinion on a relatively unimportant 
issue. 

I am more disturbed by the attempt to 
justify this computational method as be- 


1 Footnote 3, page 636. 


ing also a valid means for allocating joint 
costs. What I take to be the thesis in this 
regard is the following: 

“Tn effect, the costs incurred up to the split-off 
point and the separate processing costs incurred 
afterward up to the point where sales values are 
determined are all joint costs (although the latter 
are set forth separately in this paper). They are all 
unavoidably bound together and figure in the joint 
cost distribution calculation. Therefore, each dollar 


invested in such costs must logically be assumed to 
be equally profitable.’ 


I am unable to reconcile this statement 
with the primary theme of the paper, 
which is to demonstrate that the various 
costs are not unavoidably bound together 
and the various dollars invested mot equal- 
ly profitable. 

Furthermore, since the author’s method 
may, as he illustrates, yield negative joint 
cost allocations to some products (and, as 
a concomitant, positive valuations in 
excess of total costs incurred for others), 
the mechanics of assigning joint costs to 
product inventories at the point of split- 
off is not obvious to me. Since the author 
notes this situation and indicates his lack 
of concern about it,’ it may be that he has 
a solution in mind. He does not, un- 
fortunately, indicate what it is. 

Finally, it appears to me that the 
illustrative opportunity cost analysis is 
neither complete nor especially enlighten- 
ing as compared with the more conven- 
tional approach. It purports to demon- 
strate that, given the condition described 


2 Footnote 1, page 634, italics supplied. 

5 In this connection, he asks the rhetorical question: 
‘Does this result indicate a flaw in the method of dis- 
tribution?” His answer is: ‘‘Not at all.” (Fifth para- 
graph, page 635.) 
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at the beginning of this critique, it may be 
advantageous to divert the capital other- 
wise devoted to special processing of a 
below-average-margin product to  in- 
creased output of an above-average- 
margin product. Although the author is 
careful to assume constancy of unit sales 
prices, materials purchase prices, and 
processing costs, he is unsatisfactorily 
vague about capital costs. 

It would seem to me simpler to start 
with the usual proposition that it is profit- 
able to process any product to completion 
so long as the expected sales revenue 
exceeds the expected additional processing 
cost plus the cost of capital essential to 
such processing. Given this proposition, 
which appears to be accorded recognition 
as the final item in a list of other factors to 
be considered,* it becomes apparent that 
the illustrative proof depends upon the 
unstated assumption that the cost of addi- 
tional capital is so high as to eliminate the 
postulated 30 per cent excess of sales 
value over processing cost on the suspect 


‘ Page 637. 


A Criticism of Joint Cost Analysis 205 


product. Otherwise, as is later suggested,‘ 
the assumed conditions would point to the 
desirability of expanded output plus 
continued processing of the product in 
question. 

It should, I believe, have been noted 
also that a high capital cost could work to 
the disadvantage of the proposed increase 
in output of the stronger product. This 
possibility does not emerge because the 
time factor in capital cost is ignored. If 
we make the not unreasonable assumption 
that capital used to increase raw material 
intake will be tied up longer than that 
devoted to processing a product from the 
split-off point, it becomes apparent that 
insertion of the capital cost element will 
reduce the contribution differential be- 
tween the alternatives under considera- 
tion. 

In summary, I believe that the author 
has failed to demonstate that any method 
of “joint cost analysis” is in itself useful for 
managerial decision-making. Moreover, it 
appears to me that in attempting to 
substantiate his thesis he has been both 
inconsistent and potentially misleading. 
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THE IMPACT OF THE NEW REVENUE 


CODE UPON ACCOUNTING* 


A. H. CoHEN 
Director of Taxation, American Institute of Accountants 


HEN A NEW FAMILY moves into 

W the house next door, it is only 

natural that we have some con- 

cern over who they are, what they are, 

how they will fit into the established pat- 

tern of neighborhood life, and how their 

presence will affect us. We have many 
questions to ask. 


RELATIONSHIP OF TAXATION AND 
ACCOUNTING 


For almost half a century now, ac- 
countants have had to contend with close 
neighbors in the form of income tax laws. 
It cannot be denied that these have had a 
profound and far-reaching effect upon ac- 
counting theory and practice. At the same 
time, the past half century has witnessed a 
tremendous growth and development in 
the field of accountancy which might be 
described as a “golden age” in accounting. 
But the fact that this has been accom- 
panied by a parallel development in 
Federal taxation of income in the United 
States should not necessarily lead to the 
observation that income taxation in this 
country has been the primary cause and 
motivating force in the development of 
accounting theory. 

Actually, of course, accounting and 
taxation have one basic objective in com- 
mon—that is, the determination of in- 
come. By its very name, the income tax 
suggests a heavy reliance upon the con- 
cepts which are primarily inherited from 
accounting theory. Quite obviously, no in- 


* This paper was presented at the annual meeting 
of the American Accounting Association, Philadelphia, 
September 1, 1955. 
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come tax would be possible were it not 
possible to measure income. 

At the outset accounting made a 
tremendous contribution to the field of 
Federal taxation by providing a ready- 
made body of logic applied to the problem 
of determining income. Nevertheless, it 
was soon apparent that the incorporation 
of financial accounting principles in the 
Federal taxing statutes could not be com- 
plete. A taxing statute which defined in 
come for all taxing purposes in exactly the 
same way as accounting theory would 
leave much to be desired, principally be- 
cause the basic motivations and philos- 
ophies of accounting theory and Federal 
taxation are by no means similar. 

Accounting theory is concerned with 
the determination of income for the pur- 
pose of assisting management in the 
intelligent operation of business ventures 
and of communicating to proprietors and 
others the results of business operations. 
Federal taxation, on the other hand, has 
as its basic motive the production of 
revenue with which to operate govern- 
ment. 

This revenue motive, however, is not the 
only motive which is apparent within our 
tax structure as it exists today. There are 
numerous situations and _ transactions 
which, by statute, are required to be 
handled differently for purposes of com- 
puting income for Federal taxation from 
the way they would be treated under pure 
accounting theory. 

It would be inappropriate to attempt a 
complete list of these differences here, but 
perhaps a few might be cited as illustra- 
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tions. One of the non-revenue motivations 
which has it effect upon the determination 
of income for tax purposes is the social 
motivation, reflected in the encourage- 
ment of generosity to charitable, educa- 
tional, scientific, and literary organiza- 
tions through the charitable deduction. In 
another instance, the government has 
attempted to exert some influence upon 
public health through the allowance of the 
medical expense deduction. And equally 
apparent in our tax structure is some at- 
tention to the matter of public morals 
with the consequent disallowance of deduc- 
tions which are clearly contrary to the 
public interest. 

Certain economic and political influ- 
ences are also apparent in our present day 
tax structure. The favorable status 
granted to western hemisphere trade cor- 
porations stems from a political and eco- 
nomic desire to foster trade with countries 
within the western hemisphere. The allow- 
ance of percentage depletion to many 
mineral-producing taxpayers is usually 
justified as being a necessary economic 
stimulant to the production of commodi- 
ties which are essential to the general wel- 
fare and security of the nation. Similarly, 
the special treatment which is permitted 
to expenditures for soil conservation under 
the Internal Revenue Code of 1954 is 
looked upon as a special incentive written 
into the tax law to accomplish a desirable 
objective with the implementation of 
special tax treatment. 

This divergence of motivations between 
accounting and taxation causes consider- 
able concern to many in the accounting 
profession who fear that the accounting 
used in the preparation of non-tax account- 
ing statements will be unduly influenced 
by the tax rules. It is maintained by some, 
for example, that the tax rules soon be- 
come the generally accepted accounting 
principles, and a tremendous burden is 
imposed upon an accountant who seeks 
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to convince a client that the accounts 
should be kept in a manner different from 
that required for tax purposes. 

Another great source of concern is the 
fact that business entities, which are also 
taxpayers, will be unduly motivated in 
their choice from among several generally 
accepted accounting principles by the fact 
that one is more advantageous for tax pur- 
poses, even though it may not be the most 
appropriate one in view of the particular 
circumstances of the taxpayer. In many 
cases, this position is well founded, as can 
be illustrated by the growth in recent 
years of the number of taxpayers using the 
Lifo method in valuing inventories. If the 
use of Lifo for tax purposes was not tied in 
to the general accounting of the tax- 
payer by the requirement that the method 
also be used for financial and other non- 
tax purposes, it is doubtful that Lifo would 
have enjoyed the popularity that it 
achieved today. 

Thus accountants must be alert to 
changes in their own field which may be 
caused by the external influence of taxa- 
tion. 


CHANGES AFFECTING TAX ACCOUNTING 
RULES 


Largely at the urging of the representa- 
tives of the accounting profession, the 
legislators undertook to review the ac- 
counting requirements of the taxing 
statute with a view to conforming them 
wherever possible to generally accepted 
accounting principles. As a result of this 
review, there were a number of significant 
changes which will undoubtedly have some 
effect on accounting practice. Whether 
this effect will be desirable or not depends 
in large part upon whether the revised 
tax rules agree in substance with account- 
ing theory or whether they either stop 
short of or go beyond generally accepted 
accounting principles. In these latter cases, 
the tax rules may establish either road- 
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blocks in the path of applying sound ac- 
counting principles for non-tax purposes 
or establish tax incentives for deviating 
from those principles. 


Estimated Expenses 


A brief illustration may serve to clarify 
these possible effects of the tax rules on 
non-tax accounting. The material for such 
an illustration was very graphically pres- 
ent in the original version of the Internal 
Revenue Code of 1954 in the provisions 
(section 462) relating to the treatment of 
estimated expenses. Although this provi- 
sion and the one relating to prepaid in- 
come have since been repealed retroac- 
tively, much can be gained by a review of 
our experience both before and during 
their brief existence. 

It has long been a fundamental prin- 
ciple of accounting that all related ex- 
penses must be properly matched against 
income in order to effect a realistic and 
meaningful determination of income. It 
has also been long recognized that some 
types of expenses may not become pre- 
cisely measurable or legally a liability 
until some date in the future, even though 
the existence of the future expense might 
be directly attributable to the income 
recognized during the current accounting 
period. 

Thus, accounting theorists for many 
years have been urging that a proper 
determination of income requires the 
estimation of such future expenses and the 
subtraction of them in the current year in 
determining net income, even though the 
expenses might not yet have been incurred 
in the strictly legal sense of the term. 
Among the types of expenses which would 
qualify for this treatment would be ac- 
crued vacation pay, sales discounts, ad- 
vertising allowances, and the costs of per- 
forming under product warranties, to 
name only a few. Prior to 1954, however, 
since these items would not qualify for de- 
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duction for tax purposes there was con- 
siderable resistance on the part of busi- 
ness firms to reflect the items on their 
books and introduce into their income 
determination for non-tax purposes ele- 
ments which would not be legitimate de- 
ductions. 

This reluctance did not destroy the 
validity of the accounting principle in- 
volved, but it did affect, very greatly, the 
ability of accounting firms to apply the 
principle universally. 

The enactment of the Internal Revenue 
Code of 1954 changed this picture com- 
pletely. As finally enacted, the Code pro- 
vided that taxpayers might deduct esti- 
mated expenses in the current year as long 
as three primary tests were met. First, 
that the expense be estimatable with a 
reasonable degree of accuracy; second, 
the item was related to the income of the 
current year; and third, the item was one 
which would otherwise be deductible in a 
subsequent taxable year. In addition, the 
taxpayer had to make his election with 
respect to all estimated expenses which 
qualified under the three tests, and the 
proposed regulations covering the esti- 
mated expense provisions of the Code re- 
quired that the taxpayer reflect estimated 
expenses on his books. 

Suddenly, accountants found taxpayers 
urging that such estimated expenses be 
calculated and themselves were compelled 
by their responsibilities to clients to 
determine the maximum amount of esti- 
mated expenses which could be so de- 
ducted. 

This effect was brought about largely 
by the fact that the tax law granted a 
premium for the deduction of estimated 
expenses. In the year of transition from 
the accounting for such expenses on the 
basis of when they were incurred to ac- 
counting for them on the estimated basis, 
the taxpayer would in one taxable year be 
allowed to deduct more than one year's 
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expenses: that is, the expenses that were 
actually incurred in that taxable year but 
which under accounting theory really 
related to the income of prior taxable 
years, as well as the expenses of the cur- 
rent year either incurred already or esti- 
mated. 

Thus, the floodgates were opened, and, 
in retrospect, it is probably not unfair to 
observe that section 462 was poorly writ- 
ten and lacked certain safeguards which 
would have maintained its integrity. 

Solely as a result of the new tax law 
provisions then, the business community 
overnight became the best salesmen for 
generally accepted accounting principles 
as applied to the problem of estimated fu- 
ture expenses. In fact the business com- 
munity, as well as their accounting and at- 
tomey advisors, were impelled to deter- 
mine all items which might have qualified 
within the limits established by the tax 
law, many of which had never been 
visualized as eligible for estimated ex- 
pense treatment under generally accepted 
accounting principles. It was not sur- 
prising, for example, to encounter the 
suggestion that a large part of the cost 
of operating the accounting department 
for the early months of 1955 were prop- 
erly deductions in 1954, since the ac- 
counting department during that period 
was largely occupied with closing the 
books and in preparing statements for the 
year just ended. This expense, it was 
argued, was certainly related to the in- 
come of the preceding year. Another item 
thought to qualify for estimated expense 
treatment was the cost of preparing the 
tax return for the year just ended. In fact 
this was carried even further. For some 
companies it is a matter of routine to have 
their tax returns examined perhaps several 
years following the close of the taxable 
year. At that time substantial costs are 
incurred in the nature of accountants’ or 
legal fees. Some companies sought to esti- 
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mate the expenses and argue that under 
the Code such expenses were closely 
enough related to the income of 1954 to 
qualify under the estimated expense pro- 
vision. 

Thus there was both a tax incentive to 
claim estimated expenses and a compul- 
sion to qualify under the requirement for 
applying estimated expense treatment to 
all eligible items of estimated expenses. 

Fortunately, the representatives of the 
accounting profession had anticipated that 
these difficulties would arise, and before 
enactment had urged the Senate Finance 
Committee to do two things to make the 
transition to this desirable method of 
accounting more graceful. The committee 
recommended that the effect of the transi- 
tion upon tax revenues be spread over 
several years and that the Secretary of the 
Treasury be granted complete discretion 
in the types of items that would qualify 
for estimated expense deduction. 

At the time, however, the Congress had 
available an estimate which indicated that 
even as originally written the impact 
upon the revenues of the estimated ex- 
pense provision would be only approxi- 
mately 35 million dollars. In view of this 
small amount the Finance Committee quite 
properly felt that the safeguards which the 
accounting representatives were urging 
were not required. It later became ap- 
parent, however, that this estimate was 
greatly in error, and that the revenue im- 
pact would be much greater. No complete 
data have ever been obtained, but “guesti- 
mates” have ranged as high as 5 billion 
dollars. The American Institute of Ac- 
countants, in a survey among accounting 
firms, gathered data covering approxi- 
mately half of the corporate income tax of 
the country. This survey suggested the 
revenue cost in 1954 would have been 
approximately 500 million dollars, but, 
unfortunately, it was impossible to obtain 
data with respect to taxpayers who might 
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have deferred the transition until 1955. 
When this group is considered, it is prob- 
able that the total revenue impact would 
have been considerably in excess of the 
500 million dollars indicated by the 
Institute’s study. 

The effect upon accounting practice of 
this particular provision of the 1954 Code 
was rapid and significant. Many financial 
reports for 1954 reflected for the first time 
expenses on an estimated basis, and re- 
quired qualification by the accountant as 
to consistency. The net effect was that 
there was not only progress to a desirable 
accounting objective, but the momentum 
of the progress carried many business firms 
well beyond the limits that would have 
been advisable under generally accepted 
accounting principles. 

Now that the provision on estimated 
expenses has been repealed, it will be 
extremely interesting to watch for financial 
reports for 1955. Will the sound account- 
ing advances be retained, or will there be a 
reversion to pre-1954 accounting? The 
American Institute of Accountants urges 
that changes to an estimated expense basis 
with respect to items which are proper 
under generally accepted accounting prin- 
ciples should be retained, even though the 
tax incentive may have been removed. 

In addition to repealing the estimated 
expense section of the 1954 Code, Congress 
has also repealed the companion account- 
ing section dealing with prepaid income. 
Substantially the same comments with 
somewhat lesser impact could be made 
regarding the tax treatment prescribed for 
prepaid income, but it is not necessary to 
go into this detail again. 

This abortive attempt to conform tax 
accounting with generally accepted ac- 
counting principles can be of real value 
if we are willing to learn its lessons. It was 
made clear during the brief existence of 
these provisions that accounting principles 
themselves are not completely agreed 
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upon, and are necessarily flexible to meet 
the needs of specific circumstances. Ip 
applying accounting principles, skill and 
judgment must be exercised. When ac. 
counting principles are legislated in fairly 
broad, general language, sound accounting 
judgment may be overwhelmed and great 
violence done to the basic integrity of 
accounting. 


Depreciation 

Not all of the changes in the accounting 
rules embodied in the Internal Revenue 
Code of 1954 have suffered such an early 
and untimely death. There were other 
significant changes which will have their 
effect upon accounting. One which affects 
a large number of taxpayers has to do with 
the methods of depreciation available to 
taxpayers, The new law considerably 
liberalizes tax depreciation. More specifi- 
cally, two new methods may be used for 
tax purposes for the first time. These are 
the double-rate declining balance method 
and the sum of the years-digits method. 

Once again there is a significant tar 
incentive to the adoption of these new 
methods, since both allow deduction in the 
early life of an asset of a much greater 
portion of cost than possible heretofore. 
Since many taxpayers follow the bird-in- 
the-hand philosophy, insofar as deduc- 
tions are concerned, there might have been 
expected an almost unanimous adoption 
of these new methods. Rather surprisingly, 
however, only approximately 30—40 per 
cent of the eligible property is being s0 
depreciated. The reasons for this are not 
entirely clear but perhaps there is some- 
ting to indicate that taxpayers are not 
always guided by the bird-in-the-hand 
philosophy, and may be swayed to a mor 
conservative approach to claiming deduc- 
tions when circumstances warrant. 

In late 1954 and in early 1955, the ir 
ternational situation was still somewhat 
unsettled, more so even than today, ands 
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new Congress was being organized. Many 
taxpayers apparently felt that interna- 
tional and domestic events might create a 
new situation in which an excess profits 
tax might be needed. If there was an 
excess profits tax, say in 1958, a taxpayer 
who had elected declining balance or 
sum of the digits depreciation in 1954 
might be in an extremely distressing posi- 
tion. 

In 1958 the undepreciated cost of the 
properties acquired in 1954 and in 1955 
would be considerably lower than had 
straight line depreciation been used, and 
the depreciation in a 1958 excess profits 
tax computation would be correspondingly 
lower. This result, in itself, is some deter- 
rent. If 1954 happened to be an excess- 
profits-tax base year, taxpayer distress 
would be magnified by the low income in 
1954 by reason of accelerated depreciation. 
Perhaps these grim possibilities kept 
many taxpayers from utilizing accelerated 
depreciation. 

Now, however, we may find more tax- 
payers electing accelerated depreciation, 
and significant problems will appear for 
the accounting profession. Almost without 
doubt, accelerated depreciation was 
viewed as an economic incentive to invest- 
ment. In fact, the new methods were 
limited to assets acquired after December 
31 of 1953 to provide a stimulus only to the 
creation of new assets. Nevertheless, the 
Finance Committee went out of its way 
to make the observation that “the liberal- 
ized declining balance method included in 
the bill concentrates deductions in the 
early years of service and results in a tim- 
ing of allowances more in accord with the 
actual pattern of loss of economic useful- 
ness. With the rate limited to twice the 
corresponding straight line rate and based 
on a realistic estimate of useful life, the 
proposed system conforms to sound ac- 
counting principles.” 

This view is confirmed mildly by Ac- 
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counting Research Bulletin No. 44 of the 
Institute’s Committee on Accounting 
Procedure. In that bulletin the accounting 
procedure committee observes that since 
declining balance has a long history of use 
in England and in other countries and 
meets the requirement of being systematic 
and rational, it may well provide the most 
satisfactory allocation of cost for assets 
whose expected productivity or revenue 
earning power is relatively greater during 
the early years of life or where mainte- 
nance charges tend to increase during the 
later years. Thus, accelerated depreciation 
is tagged officially as sound accounting, 
and has received the approval of the ac- 
counting procedure committee. 

In view of this, can there be a financial 
statement for non-tax purposes not using 
the same method of depreciation used in 
preparing tax returns? Certainly the 
availability of accelerated methods for tax 
purposes does not invalidate whatever 
method had been used in the past. 

This poses the fundamental question as 
to whether, where there are two generally 
accepted methods, one may honestly be 
used for tax purposes and the other for 
non-tax purposes. In the case of deprecia- 
tion, this problem is further complicated 
since the new tax methods apply with re- 
spect to assets acquired new after 1953. 
So, in financial statements for 1954 and 
later years, substantially identical prop- 
erty acquired prior to 1954 may be 
treated differently from that which has 
been acquired subsequent to 1953. Yet in 
both cases, the accountant will be stating 
that income has been fairly presented. The 
reconciliation of these differences presents 
a real challenge to the profession and is 
one which should be dealt with. 

One possible answer to the problem is 
suggested by Accounting Research Bulletin 
No. 44, which notes declining balance may 
be adopted for tax purposes but other 
appropriate methods followed for financial 
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purposes if the accelerated depreciation 
method less fairly presents the results of 
operations than a method which is actually 
used. Under these circumstances, there is a 
strong implication that the accelerated tax 
method is purely an economic incentive 
rather than a more realistic method of ac- 
counting. 

If this is the case, it should certainly be 
recognized. Accountants must distinguish 
very carefully between legitimate ac- 
counting methods of determining income 
and legitimate tax methods of establishing 
economic incentives. Where accelerated 
depreciation is primarily a tax incentive, 
valid reason exists for using a different 
method for financial accounting purposes 
from the method used for tax purposes. 
Where the amount involved is material, 
however, appropriate accounting recogni- 
tion of the deferred income taxes should be 
accorded. In fact, two members of the 
accounting procedure committee felt that 
wherever an accelerated method was used 
for tax purposes, but not for general finan- 
cial purposes, such accounting recognition 
should be given. 


Installment Method 


There have been several other changes in 
tax accounting. Some may affect entire 
classes of taxpayers, while others may 
affect only isolated taxpayers with special 
types of problems. 

One of these operates when a taxpayer 
changes from the accrual method to the 
installment method of reporting install- 
ment sales. Under the prior rules, income 
which had been reported at the time of 
sale on the accrual method had to be re- 
ported again under the installment method 
when the installment obligations were 
collected. Now a credit is allowed against 
the tax in the year in which installments 
are collected for a portion of the tax paid 
in the year in which the sale was previously 
taxed. 
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While this credit adjustment does not 
completely remove double taxation, many 
taxpayers who were reluctant to adopt the 
installment method heretofore will now 
find it to their advantage to do so. And al. 
though there is no requirement that the 
installment method be used for bookkeep. 
ing and for financial reporting purposes, it 
is possible that there will be more business 
financial statements prepared according to 
the installment method than have been in 
the past. 


Fiscal Years 


Another fairly important change has to 
do with the selection of fiscal years for tax 
purposes. The 1954 incorporates, legisla- 
tively, a 1953 ruling which considerably 
liberalized the requirements for changing 
accounting periods. With the exception 
of partners and partnerships, it will be 
easier under the new Code for taxpayers 
to change to a natural business year. Sine 
the taxable year for accounting purposes 
and for tax purposes will ordinarily be the 
same, this will reinforce the efforts a 
accountants to get clients to change toa 
business year. 

In the case of principal partners and § 
partnerships, the new Code provides that 
the tax years must be the same. This wil f 
have the effect of placing principal part- 
ners on a fiscal year basis if the partner- 
ship is on a fiscal year basis, or of placing 
partnerships on a calendar year basis i 
partners are on a calendar year basis. 
While these new requirements do not 
affect partnerships in existence prior to the 
enactment of the new Code, they wil § 
affect all newly formed partnerships. ; 


Accounting Methods 


A significant change may affect the 
willingness of taxpayers to change from 
an accounting method which is either 
wrong or does not, for accounting pur 


poses, 
come. 
start 
for th 
pand 
basis 
fore if 
to cha 
al ba 
accou 
paid 
Comn 
to en 
count 
to im 
tax ye 
No 
clearl 
ing 
the te 
ment 
come 
disalle 
the c 
adjus 
come 
meth« 
to 19 
come 
a mo} 
move 
tions, 
and 
befor 
expe 
this 1 
befor 
acco 
In 
wher 
ceeds 
over 
shou 
rect 
find 1 
refle 


S not 
many 
the 

now 
nd al- 
t the 
keep. 
3€S, it 
siness 
ng to 
en in 


las to 
or tax 
gisla- 
rably 
nging 
ption 
ill be 
ayers 
Since 


poses 


ye the 
ts of 
toa 


; and 
that 


S Wl 


part- 
rtner- 
acing 


sis if 


» not 
to the 


poses, reflect a clear determination of in- 
come. Many businesses, when they first 
start out, find the cash basis satisfactory 
for their purposes. As they grow and ex- 
pand into new lines of business, the cash 
basis may lose its applicability. Hereto- 
fore if such a taxpayer wished voluntarily 
tochange from the cash basis to the accru- 
al basis, an adjustment was required on 
account of the unreported income and un- 
paid expenses. On the other hand, if the 
Commissioner of Internal Revenue tried 
to enforce an involuntary change in ac- 
counting method, he was denied the right 
to impose such adjustments for closed 
tax years. 

Now the new Code provides, quite 
clearly, that whether a change in account- 
ing method is voluntary or involuntary, 
the taxpayer shall make all of the adjust- 
ments that are necessary so that no in- 
come escapes taxation and no expense is 
disallowed deductibility merely because of 
the change. But, and this is significant, no 
adjustment is permitted for an item of in- 
come or deduction which, under the new 
method, would have affected a year prior 
to 1954. Thus in the case of unreported in- 
come, a serious barrier to the transition to 
amore proper method of accounting is re- 
moved. In the case of unclaimed deduc- 
tions, the taxpayer can anticipate a change 
and take steps to secure the deductions 
before making the change. In the case of 
expenses under the cash basis, for example, 
this would require reduction of liabilities 
before the change to the accrual basis is 
accomplished. 

In addition, the new Code provides that 
where the required increase in income ex- 
ceeds $3,000, the tax effect may be spread 
over a period of years. 

The combined effect of these provisions 
should make it easier for taxpayers to cor- 
rect their accounting methods where they 
find that a method which previously fairly 
reflected income no longer does so because 
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of changes in the nature of the business 
and in its operation. 


Other Changes 


There have been several other minor 
changes, the net effect of which is to bring 
the accounting for tax purposes somewhat 
closer to financial accounting. Brief men- 
tion of these should suffice. For the first 
time now the Internal Revenue Code 
permits taxpayers to amortize organization 
expenses. This is but a limited achieve- 
ment, since the right to amortization ex- 
tends only to corporations organized after 
the enactment of the new Code, and a 
fairly restrictive definition of organiza- 
tional expenses is set forth in the tentative 
regulations. 

Another item, which represents an 
accommodation of tax accounting to more 
generally accepted accounting, is the new 
optional treatment of real estate taxes. 
Under prior law, real estate taxes were 
regarded as accruing on a certain specific 
date. The date varied according to differ- 
ent court interpretations—it might be the 
lien date, the assessment date, the date a 
personal liability arises. Under the new 
Code, real estate taxes are regarded as 
accruing evenly over the period for which 
they are assessed. If the assessment is for a 
calendar year, one-twelfth of the real 
estate taxes for the calendar year would be 
presumed to accrue in January, one- 
twelfth in February, etc. This solution 
not only accords with accounting logic 
but with reality, as well. 


CODE CHANGES INDIRECTLY 
AFFECTING ACCOUNTING 


To this point, all of the changes men- 
tioned have been provisions which directly 
affect the accounting treatment of a 
specific item in the determination of in- 
come. This, of course, is one area in which 
the tax law may have a considerable im- 
pact upon accounting theory and practice, 
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but it is by no means the only area. To a 
considerable extent, much change in ac- 
counting theory can be traced to an in- 
direct effect of taxation. 

Business operations and business prac- 
tices are dynamic, and necessarily must 
make adjustments to accommodate to 
changes in environment. The presence of 
a tax upon income must necessarily have 
some rather profound effect upon the way 
in which business enterprises and persons 
pursue the quest for income. Probably 
largely as a result of income taxes, entirely 
new problems confronting business enter- 
prises have been created—problems and 
resultant solutions which might not have 
arisen had it not been for the income tax. 

The forms and mechanisms by which 
business transactions are accomplished 
have been designed to a large extent with 
eye to tax consequences. Significant busi- 
ness decisions and material business trans- 
actions cannot possibly be undertaken 
without careful preliminary thinking as to 
the impact of Federal taxation. Frequently 
the treatment which a transaction will be 
accorded under the Federal tax law will be 
the determining factor in deciding whether 
a transaction is consummated or not, or 
whether a legitimate business objective is 
accomplished by one available route or 
another. 

Under these circumstances, it is not at 
all surprising that the presence of the 
Federal income tax,has created entirely 
new problems which the accountant has 
had to solve within the framework of 
accounting theory. Where the existing 
framework was inadequate, it had to be 
expanded to take care of the new situations 
which were continually confronting busi- 
ness enterprises. Frequently this process 
can be quite indirect. An illustration may 
serve to bring the point into focus. 

By reason of the high tax rates of recent 
years, it has become increasingly difficult 
for individuals to save for their later 
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years. One of the outgrowths of the search 
for a means of accumulating a fund for 
retirement and security has been the groy. 
ing use of stock options and pension and 
profit sharing plans as means of remunera. 
tion. Thus, an attempt to accommodate to 
an unfavorable tax climate has presented 
the field of accounting theory with ep. 
tirely new problems. 

The new Code offers almost unlimited 
promise of changes in business practices 
and procedures which may have their 
effect upon the development of accounting 
theory. Some of the changes in the new 
Code may have a limited effect upon the 
internal accounting procedures used by 
taxpayers. These might be called the 
bookkeeping effects. For example, under 
the new provisions granting employee 
limited exemption for wage continuation 
payments made while they are absent from 
work due to accident or sickness, em- 
ployers will be required not to withhold 
income taxes upon payments made to the 
employee where the employee states his 
absence is due for legitimate reasons. 

Another specific provision of the new 


Code permits the deductibility of the in- f 


terest element implicit in installment pur 


chases of goods by taxpayers. As a require § 


ment the amount of any carrying charge 
must be separately stated. As a result 
many businesses may wish to change their 
invoicing procedures to enable their cus 
tomers to take advantage of the deductibil 
ity of the interest element. This may re 
quire some slight modification in the ac- 
counting for revenues in that it will now 
be possible to segregate the amount oi 
revenue in terms of sales price and 
carrying charges. 

Another new provision of the Code 
grants certain proprietorships and partner- 
ships an election to be taxed as corporé 
tions. While no regulations have as yet 
been issued, there no doubt will be some 
interesting accounting implications of this 
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dection, particularly in respect to the 
segregation of income earned prior to and 
subsequent to the election, and the treat- 
ment of distribution by such quasi-cor- 
porations to proprietors or partners. 
Furthermore under an election to be taxed 
as a corporation, it apparently will be 
necessary to apply to the proprietorship or 
to the partnership substantially the same 
equity accounting principles that are now 
applied to corporations, and to draw a 
careful distinction between invested capi- 
tal and accumulated earnings. 

As for the new types of business transac- 
tions that are likely to be engaged in as 
the result of the provisions of the new law, 
one can only speculate. Because of the 
opportunities for reducing ordinary income 
and realizing capital gains with the use of 
the accelerated depreciation methods, it is 
conceivable that many companies will 
have to revise completely their fixed 
asset policies. And, where properties might 
have been traded-in at the end of a cer- 
tain number of years, it may now be 
advantageous to sell properties at the 
end of a shorter number of years and use 
the proceeds to purchase replacement 
equipment. Thus, accountants may have 
to deal with significant amounts of gains 
on the disposition of equipment. Whether 
these asset gains will reach such propor- 
tions as to require their consideration as 
adjustments of prior years’ depreciation is 
open to question. 

The entire area of corporate reorganiza- 
tions, liquidations, divisive transactions, 
and other adjustments in corporate capital 
structures, offers unlimited possibilities for 
new types of transactions. Basic changes 
have been made in the rules which 
govern corporate capital adjustments. 
Successor corporations now may inherit a 
long list of tax attributes which were 
present in the predecessor. It is now more 
easy for a parent corporation to liquidate 
subsidiary corporations without suffering 
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ill tax effects from having to adopt the 
basis of assets that existed in the hands 
of subsidiaries. A liberal, almost tax-free, 
treatment of intercorporate property divi- 
dends is now provided in the Code, which 
facilitates the transfer of property in the 
form of a dividend from one corporate 
taxpayer to another. 

Certainly, from all of these changes, new 
methods of accomplishing corporate ad- 
justments will be devised and, in fact, tax 
advisers have only begun to realize the 
tremendous implications of the many 
changes that have been made in this area. 
Much the same can be said of the new 
rules relating to partnerships. New con- 
cepts have been created, new rules have 
been provided in relation to the distribu- 
tion of income among partners in a partner- 
ship, new adjustments have been provided 
where a partner transfers his interest to a 
third partner or to another partner, or 
where a partner withdraws his equity from 
a partnership. Here, too, new transac- 
tions will be developed and new accounting 
procedures will have to be devised. 

Thus, the Internal Revenue Code of 
1954 is going to have a very profound 
effect upon accountants. Not only are 
there areas in which the tax law prescribes 
rules that either confirm or conflict with 
accounting rules, but the new law changes 
the ground rules of business in general in 
many very important areas. Where the 
rules are changed, the players will begin 
to act differently. Where the players act 
differently, the writers who describe the 
sport will have to use a different vocabu- 
lary, and will have to seek a new means of 
measuring achievement and result. 


CONCLUSION 


In the face of these challenges that are 
posed by the new Internal Revenue Code, 
the accounting profession has two very 
distinct responsibilities. First, it must 
analyze carefully those areas in which the 
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Code establishes specific accounting rules. 
This, of course, is the area in which the 
accountant is most qualified to criticize. 
Where an accounting rule is prescribed 
that does not appear to be realistic and 
where no conscious motive for deviating 
from generally accepted accounting prin- 
ciples can be found, the accounting profes- 
sion has a responsibility for raising a pro- 
test. 

In the second place, the Internal Rev- 
enue Code imposes upon the accounting 


profession a responsibility to review con- 
tinually its own set of principles, to make 
sure that they are still appropriate in view 
of the way in which business acts and the 
manner in which transactions are carried 
on. New principles may have to be devel- 
oped to supplement or replace the old, 
Only in this way can accounting keep up 
with the dynamic growth in business, and 
only by keeping up with business develop- 
ments and business thinking can account- 
ing itself retain its vital nature. 
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New York State Agricultural and 
Technical Institute 


20-30 members 


Rider College 

Rutgers University 
Stetson University 
Temple University 
University of Alabama 


10-20 members 


Jersey City Junior College 
Johns Hopkins University 
LaSalle Extension University 
Laredo Junior College 
Mount St. Mary’s College 
Nebraska State Teachers College 
Northeastern University 
Northwestern University 
Ohio State University 
Portland State College 
Rockhurst College 

Southern Illinois University 
Villanova University 
University of Arkansas 


5-10 members 


Loyola University 

Massachusetts Institute of Technol- 
ogy 

Morton Junior College 

Ohio Wesleyan University 

Oklahoma University 

Pennsylvania State College 

Regis College 

Roosevelt College 

St. John Fisher College 

St. Louis University 

San Bernardino Valley College 

South Bend College 

Southern Methodist University 

Strayer College 

Tennessee Polytechnic Institute 

Texas A& M 
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University of Illinois (80) 
University of Texas (60) 


University of Detroit 
University of Tennessee 


University of Buffaio 
University of California 
University of Minnesota 
University of Pittsburgh 
University of Washington 


University of Denver 
University of Kansas City 
University of Michigan 
University of Mississippi 
University of North Dakota 
University of Omaha 
University of Portland 
University of Rochester 
University of Southern California 
University of Wisconsin 
Wayne University 

Western Reserve University 
Wright Junior College 


Texas Technological College 
University of Arizona 
University of Baltimore 
University of Dayton 
University of Florida 
University of Iowa 
University of Kansas 
University of Massachusetts 
University of Nebraska 
University of Richmond 
University of San Francisco 
University of Santa Clara 
University of Tulsa 

Upsala College 

Wake Forest College 
Westchester Community College 


Bryant 
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Abilene Christian College 

Adelphi College 
Alabama Polytechnic Institute 
Alliance College 

American Institute for Foreign Trade 
Anderson College 

Arkansas Polytechnic College 
Armstrong College 

Augustana College 
Baldwin-Wallace College 

Ball State Teachers College 
Baltimore College of Commerce 
Baylor University 

Bellarmine College 

Benjamin Franklin University 
Bentley School of Finance 

Bliss College 

Bloomsburg State Teachers College 
Bowling Green State University 
Bradley University 

Bridgewater College 

Bryant College 

Butler University 

Cades CPA Coaching School 
California State Polytechnic College 
Centenary College of Louisiana 
College of St. Thomas 

College of Steubenville 

Crane Junior College 

Creighton University 

Dallas College 

Drake University 

Drexel Institute of Technology 
Duquesne University 

Eastern Tennessee State College 
Ely Junior College 

Emory University 

Evansville College 

Fairmont State College 

Farleigh Dickenson College 
Florida Southern College 

Florida State University 

Fort Lewis A & M College 
Franklin and Marshall College 
Furman University 

Gannon College 

General Motors Institute 

Golden Gate College 

Graceland College 

Grove City College 

Harper College 

Harvard University 

Henry Ford Community College 


Associate Memberships 


Less than 5 members 


Hofstra College 

Illinois Institute of Technology 

Institute of Chartered Accountants 
of Ontario 

Institute Tech. de Est. sup. Monter- 
rey 

International Accountants’ Society 

Jacksonville College 

Kansas State Teachers College 

Lamar State College of Technology 

LaSalle College 

LaSalle-Peru-Oglesby Junior College 

Long Island University 

Los Angeles City College 

Louisiana State University 

Luther College 

Macalester College 

Manchester College 

Marquette University 

McCoy College 

Memphis College of Accounting 

Michigan State Normal College 

Minnesota State Teachers College 

Montana State University 

Moravian College 

Morningside College 

Multnomah Junior College 

Napa Junior College 

Northern Illinois State Teachers 
College 

North Georgia College 

North Park Junior College 

North Texas State College 

Notre Dame University 

Ohio University 

Oklahoma A & M College 

Pacific Lutheran College 

Pan American College 

Pierce Junior College 

Rice Institute 

Reid CPA Coaching 

Rutherford 

Sacramento State College 

St. Benedict’s College 

St. Joseph’s Teachers Training In- 
stitute 

St. Mary’s University 

St. Petersburg Junior College 

St. Vincent College 

San Diego State College 

San Francisco State College 

San Jose State College 

Seton Hall University 
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Siena College 

Sir George Williams College 

Southern University 

Southern Louisiana Institute 

Southeastern University 

Southeastern Louisiana College 

Southwest Missouri State College 

Spring Hill College 

Stanford University 

Stephen F. Austin State Teachers 
ollege 

Syracuse University 

Texas Western College 

Thiel College 

Union College 

University of Chicago 

University of Cincinnati 

University of Corpus Christi 

University of Delaware 

University of Houston 

University of Idaho 

University of Maryland 

University of Missouri 

University of Nevada 

University of Oregon 

University of Puerto Rico 

University of Redlands 

University of Saskatchewan 

University of Scranton 

University of South Carolina 

University of Toledo 

University of Utah 

University of Virginia 

University of Wyoming 

U. S. Department of Agriculture 

Virginia Polytechnic Institute 

Walla Walla College 

Walton School of Commerce 

Washington University (St. Louis) 

West Virginia State College 

Western Michigan College 

Wheaton College 

Western New England College 

Wichita University 

William & Mary College 

Winona State Teachers College 

Wittenberg College 

Wofford College 

Woodbury College 

Xavier University 

Yakima Valley Junior College 

Y. M. C. A. Institute 
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Alabama 
Arizona 
Arkansas. . 
California 
Colorado . 
Connecticut 
Delaware 


District of Columbia. 


Florida. . 
Georgia 
Idaho... 
Illinois 
Indiana 

Iowa. . 

Kansas 
Kentucky 
Louisiana 
Maine. . 
Maryland. 
Massachusetts 
Michigan. 
Minnesota. 
Mississippi 
Missouri. 
Montana 
Nebraska. 
Nevada. . 
New Hampshire. 
New Jersey. 
New Mexico. 
New York.. 
North Carolina. 
North Dakota 
Ohio... 
Oklahoma. 
Oregon.. 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota.. 
Tennessee. 
Texas. . 

Utah. 
Vermont. 
Virginia. 
Washington 
West Virginia 
Wisconsin. . 
Wyoming 
Outside U.S 


Total . 


James S. ScHINDLER, Chairman 
Washington University 
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Nolan E. Williams. . 
Albert B. Carson. . 
.Robert S. Wasley. . 
Francis X. DiLeo..... 
E. Wakefield Smith. 
Wilbur E. Benson 


Conley R. Addington 


Eldon Hendriksen. .. . 
Donald H. Skadden. . 
William F. Shors.... 
Roger W. Briggs... 
W. Keith Weltmer. 
Robert H. Cojeen. . 
James T. Johnson. 
Sherman G. Shapiro. . 
Sidney Davidson. . 


.. Robert H. Gregory . 


James D, Edwards. 
Philip Meyers.... . 
Clive F. Dunham. . 
Eugene Zieha.... 
E. O. Dwyer.. 
Judson O. Burnett... 
James M. Hoyt... 
Leonard E. Morrissey. 
Charles H. Martin... 
John W. McMahan. . 
John J. W. Neuner. .. 
W. A. Paton, Jr.... 
R. D. Koppenhaver.... 
. Dennis Gordon... 
Othel D. Westfall... . 
John Soha....... 
Richard S. Woods. 
Brooks A. Sanderson. 
Thomas F. Debnam... 
Hans Janssen..... 
Vern H. Vincent. 


Reginald Rushing and Jim G. Ashburne. 


Elmer R. Young...... 
Alfred Bornemann.. 

Malcolm L. Pye... 

Kenneth B. Berg. . 

Vernon D. Jolley. . 

F. Bernard Ward.. 

Louis C. Jurgensen. . 
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MEMBERSHIP STATISTICS 
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ACTIVE MEMBERS: January 1, 1955—5,346; December 31, 1955—6, 247 
ASSOCIATE MEMBERS accepted in 1955—5, 287 
SUBSCRIBERS accepted in 1955—1,458 
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COMMENTS ON “ATTRACTING AND 
MAINTAINING A SUPPLY OF 


EFFECTIVE ACCOUNTING 
TEACHERS”* 


SmpNEY G. WINTER 
Dean, College of Commerce, State University of Iowa 


HEN Tom Carroll was a member 
W of a faculty—even though a 

dean—it was always a pleasure to 
participate with him in committee assign- 
ments, on programs, and in general discus- 
sions “for the good of the cause.” In his 
present post, my being asked to follow him 
on today’s program can be viewed as 
nothing less than both pleasure and 
privilege. It can also be hazardous unless 
circumstances preclude his having ade- 
quate time for rebuttal. He has not been 
slow in introducing the highly contro- 
versial matter of small verus large sections. 
That may a good point at which to begin 
my brief comments. 

Not long ago a distinguished Swedish 
scholar visited our campus. After he had 
observed us in action, as he had observed 
other universities in this country, he was 
asked to state the major difference be- 
tween our procedures and those of his 
own university. He replied that there ap- 
peared to be too little reading by American 
students, too much “text-book repetition” 
by teachers, and far too little lively discus- 
sion of whatever issues chanced to be 
involved. 

I would like to have a good working 
definition of “lecturing” and an equally 
good statement of its role in accounting 
instruction. There is no denial of the in- 
spirational value of a fine lecture. I doubt, 
however, that the lecture is the best vehicle 


* This paper was presented at the annual meeting of 
the American Accounting Association, Philadelphia, 
August 31, 1955. 


for the teaching of most of our accounting 
curriculum. Undoubtedly too many are 
“lecturing” to groups of some 30 students. 
This does not show that the performance 
is necessary or that it would be improved 
by increasing the size of the audience. If 
we must rely on lecturers to meet the 
demands of increasing student enroll- 
ments, I see not too much hope. How 
many truly outstanding lecturers do we 
have? Who can recall in his own experi- 
ence having met more than a half dozen? 
We should give thought to determining 
when and where in accounting instruction 
the lecture is essential, desirable, or even 
a reasonably effective substitute for stu- 
dent participation in lively discussion. 

Along with other “re-examinations” 
might be that of our badly fractionated 
semester-hour and quarter-hour schedules. 
What, at the university level, is the 
justification for a variety of courses in cost 
accounting, a greater variety in tax ac- 
counting, and a seemingly endless variety, 
so I am told, of courses in accounting sys- 
tems? Before we laugh too hilariously at 
our colleagues in Education for countless 
courses in “‘methods of this’ and “methods 
of that’”’ we should see that our own house 
is in order. If our schedules have funda- 
mental weaknesses, our difficulties will not 
be resolved by a new deployment of a 
teaching force admittedly inadequate in 
quantity and, possibly, in quality. 

In connection with curriculum, one 
wonders what accounting and how much of 
it should be undertaken by a particular 
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college or university. Some six or seven 
years ago I received from a young man 
who had been given responsibility for ac- 
counting instruction at a small college in 
Iowa a detailed inquiry concerning our 
program. Later that fall I chanced to 
meet the young man when he undertook 
the CPA examination. He expressed his 
thanks for our cooperation and the hope I 
would be glad to know that the “Iowa 
program” had been judged the best of 
all those examined and had been adopted 
without modification. In justice to myself 
I should point out that my great pride in 
this unqualified endorsement was not un- 
tinged by some misgiving. Rather than let 
well enough alone, I asked a simple ques- 
tion, will teach these courses?” His 
answer was equally simple, “I will.” 

I am aware of a school which for many 
years has listed in its publications approxi- 
mately twice the work in accounting which 
we offer at Iowa. Oddly enough, some of 
the courses have never been given, some 
have been given only once, and some are 
offered rarely and at unpredictable times. 
The staff is small. 

These cases are cited to point up the 
suggestion that, with present and increas- 
ing pressures on us, we avoid all taint of 
false pretense. Desirable young men will 
prefer to work in a wholesome atmosphere, 
one in which academic freedom is ac- 
companied by truth in academic advertis- 
ing. 

An associated point—and one not new 
to this group—is that of the tone or pitch 
of our accounting programs as they serve 
the needs of the mass of our students, the 
non-majors. There appears to be sub- 
stantial evidence that, with many of us, 
programs may be unduly professionally 
slanted. 

In presenting possible “sources of 
supply” of teaching personnel, Dr. Carroll 
has left little room for helpful additions. I 
believe most of us will concur in the 


desirability of a variety of backgrounds for 
the accounting staff. Many will agree that 
the quality of the program manncd largely 
by a part-time staff is often suspect. There 
can be no denying the validity of the same 
criticism when it is directed against the 
full-time teacher who is engaged in part- 
time practice when such practice is sub- 
stantial in amount. Those who follow 
exactly the ‘Socratic method” of Dr. 
Carroll’s illustrative case are certainly not 
numerous, but we may expect more of 
them now that the procedure, presumably 
unpatented, has been given publicity! 
But modifications of the plan, equally un- 
desirable, are known to all of us. There is 
very small probability that, with any 
regularity, obligations to the client will be 
subordinated to obligations to the stu- 
dents. 

In my limited experience, it is not only 
those ‘‘failing to make the grade in busi- 
ness” who seek the “sheltered academic 
life.” “Failure” is a relative thing of many 
facets. I submit that certain ‘‘failures” 
may better serve our purposes than would 
those, obviously successful in business, 
who think of the academic life as a species 
of retirement and who approach it pos- 
sessed of all the answers. There is probably 
no single group with less of that breadth of 
background which is of paramount im- 
portance in university teaching. 

The use of “men from business’’ raises 
important questions of standards associ- 
ated with present terminal degree require- 
ments of the American Association of 
Collegiate Schools of Business. What will 
become of the incentive for graduate work 
if the businessman with his B.A. or B.A- 
C.P.A. ranks with or above the man who 
has sacrificed income to follow the academ- 
ic course according to time-honored 
plan? I hold no brief for this plan at the 
moment. In many cases I would be in- 
clined to substitute a three or four-year 
hitch in business for all but the very best 
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of doctoral programs as preparation for the 
teaching of accounting—and certain other 
subjects in the business school curriculum. 
Business experience is business experience 
and a doctor’s degree is a doctor’s degree 
only as a shoe is a shoe. Mediocrity in busi- 
ness experience or mediocrity culminating 
in the doctor’s degree may appear glori- 
fed but it remains mediocrity. Here I 
merely raise the question of possible con- 
flict between degrees and experience. 

Carroll, of happy disposition, is not so 
carefree as to be unrealistic. He did not 
avoid or evade the blue note inherent in 
the salary scale. And he focussed attention 
on both ends of the scale. The beginning 
salary need not concern us unduly because 
“early years” are relatively unproductive 
financially in many professional callings. 
It should be noted, however, that the 
minimum needs substantial bolstering if 
we are to attract men from among the 
increasing number whose marital and 
other commitments preclude the man’s 
substituting “culture and refinement” for 
the necessities of life. 

Iam a bit more concerned about the top 
part of the scale. The averages of $10,010 
and $9,085 mentioned by Dr. Carroll come 
from a very limited sample—the “‘blue 
chips,” if you like—and.do not reflect the 
conditions with which most of us are 
familiar. Then too, the number of full 
professorships is very limited. I would be 
concerned about the top even if the 
averages came from a much larger sample. 

To my mind, Dr. Carroll’s most sig- 
nificant statement, salary-wise, is: ‘“There 
is no doubt, however, that the talented 
young man in the business world will be 
able to increase his earnings much more 
quickly than his counterpart in academic 
life.” Of major importance is the middle 
range of the salary scale, the section most 
likely to be reached by a majority of those 
who continue in the academic life. Not 
many talented young men of today will 
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find abundant inspiration in a prospective 
salary of $6,500 to $8,000 after 20 or more 
years of service. In the matter of salaries 
we have made, and we continue to make, 
at least three mistakes: 


a. The teacher is a dedicated person, ergo he is 
expected to reap little in the way of 
financial reward. 

b. The teacher may enhance his income 
through consulting or other outside work— 
or by producing a reasonable facsimilie of 
any of the more widely used text books, 

c. The teacher works only nine months per 
year and his $7,200 salary is really $9,600 
on a 12-months basis! Unfortunately he and 
his family have acquired the habit of eating 
and requiring housing and clothing during 
the other three months of the year. These 
characteristics require more than the 
imagery of equivalents, so the teacher is 
provided with the advantage of occasional 
summer session teaching. For far too many 
the occasion is of annual occurrence. 


We can understand that a summer re- 
sort or a race track or a professional foot- 
ball team must, in its “‘season,”’ receive in- 
come adequate to meeting its annual costs, 
if it is to survive. We seem not to have 
realized that the income of the academic 
season of nine months should be matched 
against expenses of twelve months. I have 
no objection to the occasional outside or 
summer session activity. Once either be- 
comes routine, there disappears a major 
attraction of the academic life, time for 
reflection and for the thinking of new 
thoughts, for Mr. May’s “‘re-examining of 
the basic assumptions on which we now 
operate,” time for relaxation. If the non- 
monetary rewards are to vanish, we will 
pay more dollars for talent or we will have 
plenty of posts for Arnold Johnson’s 
“teaching hacks.” 

I would, of course, endorse Dr. Carroll’s 
remarks on fringe benefits, secretarial help, 
office space and equipment, the services of 
graduate assistants. Certain benefits might 
well be made available only to those mem- 
bers of the staff who are truly productive 
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in writing or teaching. I do not believe Dr. 
Carroll intended that these services should 
be provided for men “from business or 
public accounting’ on any scale other than 
that on which such benefits are provided 
for other staff of equivalent rank. Nothing 
could have a more adverse effect on faculty 
morale than the providing of too much 
rank or too much service for the Johnny- 
come-lately to our “halls of ivy.” 

The six-day week is probably inevitable 
for many of us as enrollments increase. The 
customary time-use of our facilities is not 
high and our choice may be between 


longer days and a return to Saturday 
morning classes. I shall not be astonished 
to find that we have both. With reasonably 
good management we should still be able 
to continue the highly satisfactory teach- 
ing schedules of persons in the professorial 
grades. 

As I have already informed Tom Carroll, 
I believe that his presentation of the prob- 
lem assigned to him is admirable. If my 
comments have added, even in small 
degree, fuel for discussion or stimulation 
for our thinking, I am doubly pleased that 
I was asked to be here. 
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OBJECTIVES OF INTERNAL AUDITING 


M. B. T. DAvies 


management has to specify objec- 

tives; lay plans to meet them; allot 
responsibilities and authorities; set stand- 
ards of performance; and evaluate re- 
sults. And to permit it to keep its grasp on 
the affairs of the business; to devote its 
primary attention to policy-making and 
planning; to confine its participation in 
routine affairs to those. areas only where 
special attention is needed, businessmen 
have evolved the concepi of ““management 
by exception.” By this they are able to 
focus their attention on high-level mat- 
ters, the unusual, and the troubiesome. 

It is within this framework that internal 
auditing comes into being. As a service 
to management, its mission is: (1) to as- 
sure management that the controls are 
eflective, both in operation and as media 
to identify and reveal matters needing 
management review; (2) to bring to at- 
tention instances where the controls fail 
to meet these needs; and (3) to act on 
management’s behalf as an instrument of 
check on various aspects of the business 
controls. 


T: CONDUCT a successful business, the 


CONTROL 


In the small business, where formal in- 
ternal auditing is not economically justi- 
fable, the objectives of internal auditing 
are attained by management itself exer- 
cising a check on its controls. As the busi- 
hess expands and operations become more 
complex, the management delegates this 
function, as it does others (purchasing, 
trafic, industrial relations, advertising, 
ete.), to a specialist group. 

The basic function of the internal audi- 
tor, then, is to act on management’s be- 
half as a check-point on the business con- 
trols. These controls, commonly known 
as “internal control,”’ have been described 
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‘ 


as “... the plan of organization and all 
of the coordinate methods and measures 
adopted within a business to safeguard its 
assets, check the accuracy and reliability 
of its accounting data, promote operational 
efficiency, and encourage adherence to 
prescribed managerial policies.’ It is of 
interest to note that the concept of busi- 
ness control expressed by this leading body 
of accounting thought recognizes a much 
broader field than that of accounting or 
auditing alone. The promotion of opera- 
tional efficiency and the adherence to 
prescribed managerial policies are specified 
as essential and integral features of busi- 
ness control. 

Internal auditing is ‘‘the independent 
appraisal activity within an organization 
for the review of the accounting, financial 
and other operations as a basis for pro- 
tective and constructive service to manage- 
ment... . The over-all objective . . . is to 
assist management in achieving the most 
efficient administration of the operations 
of the organization....’” 

Historically, the major effort of internal 
auditing has been devoted to accounting 
and financial data. Perhaps the reason is 
that those data are more susceptible to 
numerical checks, a form of checking 
which produces the most easily under- 
standable results. Perhaps, too, the process 
of figure-checking on an independent basis 
is an earlier development—dating back to 
biblical times and even before—and, as a 
consequence, was more highly developed, 
widely recognized, and therefore more 
readily accepted by business as a means 
toward checking its controls. Neverthe- 


1 American Institute of Accountants, ‘Special re- 
port by the Committee on Internal Control,” 1949. 

2 Institute of Internal Auditors, “Statement of the 
of the Internal Auditor,’’ adopted July 

, 1947, 
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less, recent trends bear witness to the fact 
that internal auditing is becoming more 
generally accepted as a means of checking 
internal control in its wider and more 
modern interpretation. 


APPRAISAL OF CONTROL 


Internal auditing is an appraisal ac- 
tivity, . . . a type of control which func- 
tions by measuring and evaluating the 
effectiveness of other types of control.’” 
This appraisal is best performed if the 
auditor is independent of the other types 
of control, thus bringing to bear an un- 
biased attitude toward each phase of the 
activities that he reviews. 

The activity has been classified in two 
segments 

1. Constructive—to promote improvements in 
operational efficiency through the review 
and appraisal of 
a. policies and plans 
b. records and procedures 
c. performance. 

2. Protective—to insure the adequate func- 
tioning of the controls, including recom- 
mendation of remedial measures, by ascer- 
taining the degree of 
a. reliability of data (including accounting) 
b. protection of property 
c. compliance with policies, plans, and 

procedures. 

Here, then, lies the field of the internal 
auditor. It is as wide as the activity of the 
enterprise itself. It covers all the areas in 
which management itself plays a part, and 
from there it delves into the implementa- 
tion of management decisions. Viewed 
from the management aspect, it may be 
categorized in the form of a questionnaire 
to which the auditor is expected to pro- 
duce answers. 

1. Objectives 

Are our policies sound? Are they being 
properly transmitted and followed? 

2. Plans 

Are our plans sound? Are they being 
properly transmitted and followed? 
* Ibid. 
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3. Organization 
Are responsibilities and authorities being 
allotted effectively? 
How good is performance? 

4, Standards 
Are our standards of performance reason- 
able? Are they being properly conveyed 
to those affected? 

5. Appraisal 
Are our records reliable? Is performance 
gauged in the light of these records so as 
to maintain high standards of efficiency? 


THE AUDIT OF BUSINESS OBJECTIVES 


Management policies represent the ob- 
jectives of the business and the framework 
and philosophy surrounding the conduct 
of that business. At each successive level 
of managerial delegation the policies will 
usually consist of a mixture of some part 
of the top management policies combined 
with a plan or subsidiary objective dele- 
gated by the next senior echelon. As an 
example, “the purchasing of materials, 
services and supplies in the most appro 
priate quantities and qualities, at the most 
economic prices and at the right time” 
may well constitute a part of the policy 
of the procurement function. Yet, as 
likely as not, it may receive no mention in 
the formulation of top management’s ob- 
jectives and policies, since it is a matter of 


common business practice that such a | 


policy be followed. 

The internal audit staff must be well 
acquainted with management objectives, 
for it is clearly impossible to insure com- 
pliance with policies unless they are known 
and understood in the first instance. The 


auditor’s own objectives in this field are | 


threefold: 


1. to become acquainted with management fj 


policies; 
2. to see that they are properly complied with; 
3. to appraise the policies themselves. 


This sequence may at first seem illogi- 
cal. Why, the auditor may ask, should we 
not appraise them first and then see that 
they are duly followed? The answer to this 
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may be the old adage that “the proof of 
the pudding is in the eating.” The auditor, 
after all, is generally a less experienced 
man than those who define policies. To 
him a given policy or objective may ap- 
pear questionable. However, his appraisal 
activity will involve reviewing that policy 
through the various levels of management 
and observing its practical implementation 
and results. The procedure will be the 
most effective method of determining 
whether or not (a) the policy itself is 
sound; (b) it is being implemented accord- 
ing to plan; (c) it produces effective results. 


THE AUDIT OF BUSINESS PLANS 


With the objectives formulated, meas- 
ures have to be adopted so that they can 
be put into execution. These measures 
constitute plans. In their broadest sense, 
plans represent the expansion of a business 
objective, defined for the use and guidance 
of a lower level of management. In a nar- 
rower sense they consist of a more precise 
course or courses of work to be done to 
attain the desired objective. This latter 
concept gives rise to the establishment of 
working procedures. 

With his responsibility for assisting 
management in achieving the most effi- 
cient operational administration, the au- 
ditor must concern himself closely with the 
appraisal of plans: constructively, to see 
that they are designed in the best interests 
of efficiency; protectively, to insure that 
there is proper compliance. Audit objec- 
tives in this area may be described as 
follows: 

1. to become acquainted with the plans; 

2. to insure that the plans correspond with the 

related objective; 

3. to see that they are properly complied with; 

4. to appraise their soundness, based on the 

foregoing. 


Effective auditing is more likely to be 
attained if the auditor emphasizes in his 


approach the paramount importance of 
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the objective as contrasted with the plan 
or the procedure. Good judgment often 
dictates a deviation from a plan or proce- 
dure in order better to achieve a desired 
objective. Rigid adherence to an estab- 
lished plan or procedure may be unsound, 
particularly if circumstances have changed 
of if the plan or procedure was not origi- 
nally designed in a manner to produce the 
best result. Deviations from plans and 
procedures must, of course, receive audit 
attention. They may be symptomatic of 
bad performance, poor communications, 
or impractical plans or procedures. 

The auditor must be alert, in his review 
of plans, for chain reaction. Since the func- 
tions of a business enterprise are depart- 
mentalized, generally in line with the al- 
location of responsibilities, any apparent 
weakness or any change in plans or proce- 
dures may have a multiple effect organiza- 
tionally. As he should be acquainted with 
the over-all organizational and functional 
structure, the auditor is in an excellent 
position to judge these impacts. He should 
be qualified to determine those cases 
where procedural weaknesses should be 
accepted because correction would cause 
even greater weaknesses in the plans of 
other departments or functions. 

In this area, too, it becomes abundantly 
evident that the value of internal auditing 
to management is enhanced by engage- 
ment in an appraisal activity that extends 
over all the functions of the enterprise, 
as contrasted with that type of audit 
activity which is narrowly restricted to the 
accounting and financial functions. 


THE AUDIT OF BUSINESS ORGANIZATION 


In its statement on internal control,° 
the American Institute of Accountants 
stresses the importance of a sound plan 
of organization as a means toward the 

5 American Institute of Accountants, “Special re- 


port by the Committee on Auditing Procedure on In- 
ternal Control,’’ 1949, 
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operation of effective control. “The size 
and scope of the present-day enterprise,” 
it states, “is such that in most cases execu- 
tive management can no longer exercise 
personal supervision over the conduct of 
operations. Under the circumstances the 
establishment of a suitable organizational 
structure is essential.... Generally, a 
satisfactory plan... must lend itself to 
the establishment of clear lines of authority 
and responsibility.” 

Modern business depends increasingly 
on mechanization. Mechanical devices are 
capable of producing both work and in- 
formation, thus eliminating human ef- 
fort. But the motivating force behind 
business and the master-mind that directs 
the machines must always remain the 
human being. It is the direction of men 
and women, with their varying skills and 
capacities, the regimentation of their ef- 
forts into missions, and the coordination of 
these missions into a cohesive plan that 
constitute business organization. While 
there are many principles that may guide 
the structure of a business organization, 
the application of these principles can 
give rise to varying structures. And, since 
one of the most significant objectives of 
organization is to produce optimum results 
from the combined efforts of a group of 
men and women, good organizational 
principles may often have to take second 
place to consideration of individual capaci- 
ties and peculiarities. 

The objectives of the internal audit 
staff in appraising the organizational plan 
must necessarily be to insure that it is so 
devised as to produce the most effective 
results. The appraisal will consequently 
embrace such features as: 

1. becoming acquainted with the organization 

structure; 

2. insuring that it is in harmony with the over- 

all objectives and plans; 

3. evaluating the logic and effectiveness of the 


allotment of responsibilities and delegation 
of authorities within that structure; 
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4. assessing the soundness of the organization 
as a result of reviewing it in operation, 


The marshalling of human effort which 
we know as the organizational structure 
has a vital impact on business operations, 
It has its constructive aspects, from the 
viewpoint of attaining optimum results, 
and its protective aspects, from the view- 
point of producing a proper degree of 
check and balance. It is an area where the 
organization chart represents merely a 
skeleton, complete only with the muscle, 
provided by a clear understanding of 
responsibilities and authorities; from mis- 
placement or ineffective performance of 
the men and women who build the struc- 
ture. It is a wide field, indeed, for the 
auditor to cover, but one that must 
necessarily come within the sphere of his 
review, having regard to its essential 
bearing on all phases of operational per- 
formance. 


THE AUDIT OF STANDARDS OF PER- 
FORMANCE 


In our discussion we have encountered 
one word time and again—‘effective.” 
To produce desired results, all effort, both 
human and mechanical, must be effective. 
One machine may be effective if it pro- 
duces an article to one-tenth-of-an-inch 
accuracy; another may be effective only 
if it produces with an accuracy of one-ten- 
thousandth-of-an-inch. One salesman may 
be effective if he produces a volume of 
$10,000 of sales a month; another may 
need to produce $100,000 a month. These 
factors have to be predetermined. If 
machine accuracy or productivity is not 
defined, the machine may produce sub- 
standard results or, just as undesirably, 
do better work than is needed at an un- 
economical cost. And the same applies to 
people. Moreover, unless standards are 
set, there is no measuring device forap- 
praisal of results. 

The formulation of standards is an im 
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tegral part of a system of control. It is a 
part of the composite plan which en- 
ables results to be inspected and reported 
so that the practice of management by 
exception can be operated efficiently. 
Management executives will be spared the 
task of attention to matters to which their 
time need not be devoted, thus freeing 
them for more important duties. 

It is well to emphasize, too, that there 
are all too many cases where predeter- 
mined standards are either insufficiently 
defined or else non-existent. This opens an 
area for the internal auditor. He can point 
out the disadvantages of attempting to 
operate without standards and assist in 
their installation by making preliminary 
appraisals before they are used as working 
tools. 

For the auditor, whose function is one 
of appraisal, standards become an impor- 
tant working tool. The very act of apprais- 
al implies a measurement. And how can 
he measure without a yardstick? And 
furthermore, should he not know that the 
yardstick itself provides a fair tool for 
the measurement process? The conduct of 
his review activity in this field should 
therefore include attention to such points 
as the following: 

1. becoming acquainted with the standards of 

performance; 

2. examining their build-up to insure that they 
are scientifically and intelligently devised; 

3. insuring that they are reviewed and, where 
necessary, modified to meet changing 
conditions; 

4. seeing that they are duly conveyed to, un- 
derstood by, and accepted by the units and 
people whose efforts they concern. 

In this particular area the auditor’s 
activities fall more within the ‘“construc- 
tive” than the “protective” category. As 
support for this contention one might cite 
these facts. If standards are unduly high, 
morale may become unduly low and work 
will suffer. If standards are not high 
enough, work will be accepted which is 
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less than fully effective and potential 
profits will be lost by default. Even if 
standards are realistic and work meets 
these standards, it may be possible to 
upgrade both the standards and the 
work—and consequently the profits—by 
devotion of intelligent and scientific ex- 
amination to the underlying work factors 
and processes. 


THE AUDIT OF APPRAISAL OF PER- 
FORMANCE 


Success is gained by performing effec- 
tively and by consistently improving that 
performance. In a world of intense com- 
petition a high standard of performance 
in one year may be grossly inadequate a 
few years later because of advances in 
competitive practices. Business manage- 
ment is constantly faced, therefore, with 
such questions as: “Did we do as well as 
we expected?” “If not, what was wrong 
and how can we cure it?” “If we did bet- 
ter, how did it happen and what can we 
do to sustain that performance?” ‘Even 
though we did as well as expected, is there 
not some way of doing even better?” 
“How do we rate compared with competi- 
tion?” 

These questions are—or should be— 
asked and answered at all levels of mana- 
agement. They can be answered, however, 
only as a result of factual information, the 
comparison of known results against 
predetermined standards coupled with a 
review of the reasons for departures from 
the norm, and a continuing study of means 
to improve performance. 

This judgment or appraisal can, broadly 
speaking, arise from two types of inspec- 
tion, inspection of things and inspection 
of data. Quality control is a familiar exam- 
ple of the first type of appraisal. It gen- 
erally involves the physical inspection of a 
product to insure that it meets specifica- 
tions. The second type of appraisal is 
more complex. The events themselves are 
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too abstract to respond directly to inspec- 
tion. A process of interpretation is first 
required, a process which commonly re- 
sults in the expression of what has hap- 
pened in terms of numbers, that most 
uniformly understood language. This nu- 
merical interpretation requires the use of 
highly trained skills, imagination, and 
judgment. Any one set of events may be 
capable of different numerical interpreta- 
tions, probably all equally correct accord- 
ing to the underlying concepts adopted 
but depending on the judgments of the 
various interpreters. 

We find two professions predominant in 
this complex field, the accountant and the 
engineer. Based on their directions and 
judgments, statements of data are com- 
piled upon which appraisals can be 
founded. In addition to the accountant 
and the engineer, we find the internal 
auditor, who is here confronted with the 
task of appraising from a control view- 
point the activity of appraisal of perform- 
ance. His principal objectives in this 
area will be. 


1. to find out what data are being used; 

2. to assess their reliability and, where neces- 
sary, to assist in recommending remedial 
measures, 

3. to ascertain that the data can be and are 
being used effectively. 

In performing this function, the auditor 
must review other appraisal activities 
already in operation. These may be de- 
scribed as “‘quasi-audits.” If he finds that 
they are operating effectively, he will be 
able to reduce the intensity of his review 
in these areas. Quasi-audit activities are 
commonly encountered in such depart- 
ments as cost analysis, budget statistics, 
and operations analysis; and in certain 
functions performed by the accounting 
department. 

There are many areas in this phase of 
auditing which could profitably receive 
study. However, let us confine our con- 
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sideration to a few aspects of everyday 
business interest. 


1. Accuracy. Only by the provision of reliable 
data can there be a reliable appraisal. In. 
accurate data can give rise to erroneous 
appraisals and, as a result, abortive action 
based on the consequent ill-founded de. 
cision. Appraisal of the reliability of the 
data has, of course, always been a pre 
dominant objective of the internal auditor, 

. Timeliness. Appraisals of performance are 
a step toward better performance. The 
sooner better performance is achieved, the 
greater will be the profits. So the underlying 
data are required speedily. Moreover, the 
sooner they are available, the more likely 
will there be an intelligent appraisal be- 
cause the facts are still of recent memory. 

3. Presentation. The method of conveying 

data to those who use them may have an 
important effect on their appraisal and de- 
cision. By highlighting the significant and 
de-emphasizing the commonplace, the data- 
reporter can both save the appraiser’s time 
and assist him in distinguishing between the 
important and the unimportant. However, 
care must be taken to insure that each re- 
port conveys a complete picture. 

4, Reasoning. Bare figures and facts presented 
to the appraiser may put him in a position 
where he has to gather more facts. The 
presentation of data coupled with reasons for 
significant features will do much to facili- 
tate the appraisal process. 

. Interpretation. Poor business decisions can 
arise from faulty interpretation of data. A 
common cause for this is overdue confidence 
in the reliability of statistical and account- 
ing data, which necessarily reflect one inter- 
pretation of operating results. The arbitrary 
allocation of overheads and the values at- 
tributed to inventories are examples of 
areas where data should be critically re- 
considered before being accepted as a basis 
for decision and action. 


on 


THE FUTURE 


During the past few years we have 
witnessed a most significant metamor- 
phosis in the scope and practice of in- 
ternal auditing. Once the field of a drudge 
who restricted his activity to little more 


than voucher checking and examining the 
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books of account, its range has been 
extended so greatly as to present a field 
of endeavor that is almost frighteningly 
broad. 

This broadening of scope has imposed a 
heavy responsibility on the internal audi- 
tor. While a thorough background of 
accounting is still essential, he is able to 
function effectively only if his accounting 
training is supported by sound business 
experience and by the ability to make ef- 
fective use of the efforts of men with tech- 
nical (non-accounting) backgrounds in 
conducting his audits. Some business or- 
ganizations are now bringing such men 
as industrial engineers into their internal 
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audit staffs. With the growth and expan- 
sion of audit concepts, this trend will 
undoubtedly become more prevalent. Yet 
it is probable that the accountant will 
continue to play the predominant part in 
internal auditing. His specialized training 
in the tools used by business to evaluate 
their results through numerical devices; 
his familiarity with the protective meas- 
ures needed to safeguard property, funds, 
revenues, and profits; his fundamental 
training in and understanding of the prob- 
lems of internal control; all these factors 
combine to qualify him to play a leading 
role in serving as “the eyes and ears of 
management.” 
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THE MANAGERIAL USE OF DATA 


OBTAINABLE IN CONJUNCTION 
WITH LIFO* 


Myron J. GorDON 
Associate Professor, Massachusetts Institute of Technology 


HE CONTROVERSY over the last-in- 

first-out (LIFO) method of inven- 

tory valuation has been concerned 
primarily with its validity as a basis for 
the determination of income. On this issue 
the dominant position among academic 
accountants has been against the method,! 
while the practicing accountants who have 
appeared in print on the subject have 
generally supported it.2 However, a com- 
mon view among those with whom the 
writer has had the opportunity to discuss 
the subject is that the usefulness of LIFO 
does not extend beyond the tax avoidance 
of inventory profits. In line with this view 
it is considered good policy by many firms 
to limit the scope of LIFO to the financial 
statements prepared for stockholders and 
for the Bureau of Internal Revenue. Cost 
accounting and reporting to management 
proceed, in so far as it is possible, on the 
assumption that LIFO does not exist. 

The thesis of this paper is that LIFO 
and an accounting system designed to 
provide management with internal data 
for control and decision complement each 

* The author has benefited from discussing the sub- 
ject of this paper with Professor Thomas M. Hill of 
M.I.T. and Mr. John V. van Pelt, III, Controller of the 
Kendall Company. 

1 E.g., see Maurice Moonitz, “The Case Against 
LIFO,” Journal of Accouniancy, June, 1953, pp. 682- 
690, and Charles E. Johnson, “Inventory Valuation— 
The Accountant’s Achilles Heel,”” AccounTING REvIEw, 
January, 1954, pp. 15-26. On the other hand, support 
for LIFO can be found in James L. Dohr, “Limitations 
on the Usefulness of Price Level Adjustments,” Ac- 
COUNTING REvieEw, April, 1955, pp. 198-205. 

2 E.g., see H. T. McAnly, “The Case for LIFO,” 
Journal of Accountancy, June, 1953, pp. 691-700, and 
John V. van Pelt, III, “‘Reasons Why the Accounting 
Profession Should Encourage a Broader Utilization of 


LIFO,” Journal of Accountancy, October, 1953, pp. 452- 
458. 
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other. The issues are related to the theory 
of LIFO and to the techniques for im- 
plementing it. Therefore, we will first re- 
view the theory and the efficient tech- 
niques for establishing the data. We will 
then show that a typical standard cost 
system yields periodic income statements 
which are in substantial agreement with a 
LIFO, rather than a FIFO, determination 
of income. Finally, we will explore the 
concepts and methods under which a LIFO 
system may be adapted to facilitate their 
control and evaluation of sales and pur- 
chasing performance. While the conclu- 
sions reached may be applicable to other 
types of firms, the discussion will be di- 
rected towards a manufacturing concern 
with a multi-item inventory. 


THE THEORY OF LIFO 


According to a 1932 report to the New 
York Stock Exchange by a committee of 
the American Institute of Accountants, 


In an earlier age, when capital assets were in- 
considerable and business units in general smaller 
and less complex than they are today, it was pos- 
sible to value assets with comparative ease and 
accuracy and to measure the progress made from 
year to year with annual valuations.® 


With the growth in manufacturing, ad- 
vertising, and the size of firms, a marked 
divergence developed between the liquida- 
tion value of a firm and its value as 4 
going concern, with the consequence that 

3 “Report of the Special Committee on Cooperation 
with Stock Exchanges of the American Institute of 
Accountants on Stock List of the New York Stock Ex- 
change,”’ September 22, 1932, quoted in George O. May, 
+ ae Accounting (New York: Macmillan, 1946), 
p. 73. 
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Managerial Use of LIFO Data 


the former became useless as a basis of 
valuation. A firm’s going concern value 
was also not usable, since it required the 
estimation of future earnings and the 
determination of a discount rate for the 
capitalization of these earnings. Neither 
quantity could be established by objec- 
tive means. Consequently, the recognition 
of a firm as a going concern, sometimes 
called the postulate of permanence, was 
turned to support the use of historical cost 
as a basis of valuation. For instance, 
Paton and Littleton wrote: 

The law, it is true, often appears to ignore the 
concept of continuity ... [and lays] stress on 
“values” and “‘valuations” rather than on costs 
and the processes of accounting for costs. The 
accountant, on the other hand, deals primarily 
with the administration of the affairs of the con- 
tinuing business institution and accordingly em- 
phasizes the flow of costs and the interpretation 
of assets as balances of unamortized costs.‘ 


They argued, since the firm was expected 
to continue indefinitely, “Earning power— 
not cost price, not replacement price, not 
sale or liquidation price—is the significant 
basis of enterprise value.’”® The conclusion 
then reached was that historical cost in- 
dicated earning power and thereby pro- 
vided the most useful data the accounting 
process could generate for the estimation 
of going concern value. 

Given this heritage, which could be 
documented at much greater length, it 
required only one short step and a favor- 
able environment (new theories emerge 
only when the environment is favorable) 
to adopt the position that “ . . . no realized 
profit or loss results from mere fluctua- 
tions in the value of the things we must 
continue to own in order to be a going 
concern.” The theory of LIFO may be 
elaborated as follows. Only a small part, 


‘Introduction to Corporate Accounting Standards, 
(American Accounting Association, 1940), pp. 10-11. 

Ibid., p. 10. 

*H. T. McAnly, op. cit., p. 691. Later in the paper 
McAnly contradicts the passage quoted by advocating 
the lower of LIFO or market value. 
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if any, of a firm’s inventory is held for the 
purpose of realizing a profit from its 
liquidation a short period hence. Rather, 
the inventory is carried for the purpose 
of realizing a profit from its use as stock in 
trade over an indefinite but long period in 
the future. The consequence is that 
changes in the value of the inventory may 
be considered capital gains or losses. 
Changes in the value of the inventory on 
hand at the start and at the end of the 
year may be designated unrealized gains 
or losses, while the gain or loss on the 
liquidation, if any, during the year may be 
considered realized. 

It is held that the weakness of LIFO is 
demonstrated in the balance sheet where 
the inventory is defined to consist of a base 
stock and of layers with each component 
valued at the cost prevailing in the year it 
was added to the stock. The argument is 
that the valuation is at the several costs 
prevailing in distant, irrelevant, and un- 
known dates in the past. However, it 
follows from the postulate of permanence 
that the LJFO value is the investment in 
inventory. Firms grow, and it would seem 
reasonable to record the investment in 
additional inventory at the cost of the 
layer, the imvestmeni in the pre-existing 
stock remaining the cost of that invest- 
ment. Conversely, firms contract; hence 
it would also seem reasonable to view the 
firm as pulling in by divesting itself of its 
most recent acquisitions. There are prob- 
lems for which the current cost of the 
inventory is desired rather than the in- 
vestment in it, but there is no reason why 
the balance sheet cannot show both.’ 


7 A firm may report its inventory at current cost less 
a LIFO reserve which reduces it to LIFO cost. The 
reserve might be called ‘‘Less Excess of Current Cost 
over Investment in Inventory.” It is deplorable that 
few firms on LIFO report the current cost of their in- 
ventory. See John H. Myers, “Inventory Disclosure in 
Annual! Reports,” Journal of Accountancy, July, 1955, 
pp. 44-45. The law requires that a firm on LIFO use it 
in reports to stockholders, and this may be interpreted 
to prohibit also reporting current cost. 
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We frequently say that we need “Dif- 
ferent costs for different purposes.”” LIFO 
is an admirable vehicle for satisfying this 
need, since it yields income from operations, 
the ‘“‘unrealized’”’ gain on the inventory 
carried through the year, the realized 
gain on the inventory liquidated, the 
investment in the inventory, and the 
current cost of the inventory. The method 
is not at fault if firms do not divulge all 
this information. 

The critical issue on which LIFO stands 
or falls is whether the postulate of per- 
manence justifies the differentiation be- 
tween inventory profit and operating 
profit. If this differentiation is desirable, 
LIFO, which is merely a means of pro- 
viding the data called for under different 
concepts of income and value, is an emi- 
nently useful technique. 

A different and possibly unrelated ques- 
tion is the desirability of allowing LIFO, 
more exactly of allowing the exclusion of 
unrealized capital gains or losses, in the 
determination of taxable income. We can 
speak professionally and possibly in 
agreement on the logical and practical 
consequences of the adoption of a certain 
definition of income for tax purposes. 
Further, we can advance our conflicting 
views on what should be used as taxable 
income, each of us presenting the equity 
and other considerations which lead to the 
position taken. However, the ultimate 
authority in this area is the public acting 
through Congress, and the profession is 
presumptuous if it takes the position that 
only one definition of income is valid for 
tax purposes. Furthermore, disagreement 
with the definition of taxable income 
associated with a measurement technique 
should not blind us to the usefulness of 
the classifications of income and the other 
information made possible through a tech- 
nique. 
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THE DEVELOPMENT OF LIFO DATA 

A manufacturing enterprise with a 
heterogeneous inventory must use some 
variant of the so-called dollar-value meth- 
od to find its LIFO inventory and cost of 
goods sold. Under any variant the data 
required are: (1) the physical change in 
inventory between the start and end of the 
year, and (2) an index number series which 
allows the conversion of the change from 
the prices in which it is measured to the 
prices prevailing in any year since the 
adoption of LIFO. With this information 
the year-end LIFO value of the inventory 
and, by deduction, the LIFO value of the 
cost of goods sold can be determined. For 
a firm on standard costs the system may 
be used to provide the required data with 
no clerical effort beyond that required for 
the conventional operation of the system. 
A few papers have been published which 
illustrate the use of standard cost system 
data for this purpose,’ and we will confine 
ourselves here to a broad outline of the 
principles. 

Consider a firm that is on standard costs, 
that picks up price variances at time of 
purchase, and that does not change stand- 
ards during the year. Since the opening 
and closing inventories at standard are 
valued at the same prices, they will differ 
only as a consequence of a physical change 
in the level of inventory. Therefore, the 
accounts themselves provide the physical 
change in the inventory. 

The accounts also provide the data for 
converting the change at standard to its 
LIFO value. If the inventory has increased 
the increase must be valued at the prices 
prevailing during the current year. Both 
the actual and the standard cost of the 
purchases during the year are known, and 


8 Two papers on the subject are J. W. Kircher, 
“LIFO Dollar Method—An Application,” N.A.C.A. 
Bulletin, November, 1952, pp. 366-375, and the writer’s 
“‘LIFO and Standard Costs,” Accounting Research, July, 
1954, pp. 203-14. 
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the LIFO cost of the increase is simply the 
increase at standard multiplied by the 
index of the actual to the standard cost of 
the purchases during the year. In other 
words, the change in the inventory at 
standard is a quantity index that provides 
the physical increase in inventory, and 
the relation between the actual and stand- 
ard cost of purchases is a price index 
that converts the increase from standard 
to current cost.’ 

If there has been a reduction in inven- 
tory during the year, the calculation of its 
LIFO value is somewhat complicated. At 
LIFO the inventory is classified into the 
quantity at hand when LIFO was adopted 
(the base) and the increases (layers) in 
succeeding years with the base and each 
layer valued at the prices prevailing in the 
years they came into the inventory. The 
reduction in inventory at current stand- 
ards is known, and the problem is to find 
the dollar-value of the layers which repre- 
sent an equivalent quantity. To accom- 
plish this, the most recent layer is re- 
stated at the standard costs prevailing in 
the year it was added to the inventory, 
and it is then multiplied by an index of 
standard costs in the current year to the 
standard costs in the year the layer was 


*It should be noted that the quantities purchased 
during the year are the weights used in the price index. 
These weights introduce some error by comparison with 
the use of the quantities in inventory. There will be 
error to the extent that the relative quantities of the 
items purchased during the year differed from the rela- 
tive quantities of the items in inventory, but the error 
is likely to be small since the two are generally corre- 
lated. Further, if the relative quantity of an item in 
purchases is an average of its relative quantity in the 
opening and closing inventory, purchases represent the 
best quantity weights possible. Two other factors con- 
siderably enhance the accuracy of both the price and 
quantity indexes. (1) They use the company’s own price 
and quantity data (the index used by department stores 
is derived from a sample that makes it representative of 
all stores in general and no store in particular). (2) The 
Weights are changed annually and do not become out of 
date. See F. C. Mills, Statistical Methods Applied to 
Economics and Business, revised (New York: Holt, 
1938), pp. 161-224 and 305-324. Also, Irving Fisher, 
The Making of Index Numbers (Boston: Houghton 
Mifflin, 1922), especially pp. 439-450. 
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added to the inventory. If this layer, now 
expressed in current standards, is not 
equal to the depletion, the same procedure 
is repeated until a layer is reached that 
covers the depletion. The portion of this 
layer needed to cover the depletion plus 
the other layers is the LIFO value of the 
liquidation. The index of current standards 
to the standards in any prior year is needed 
for the above calculations and it is ob- 
tained from the accounts as follows. A 
year-end inventory at the old and the new 
standards is an index that relates the 
standards in the old and the new year. 
Chaining these indexes for the intervening 
years provides an index of current stand- 
ards to standards in any prior year. 

The procedures just described for finding 
inventory value and cost of goods sold at 
LIFO are perfectly general. The inven- 
tory placed on LIFO can be either raw 
material or the raw material content of 
the entire inventory. The material can 
be in one pool or in a number of pools 
classified by type of material. With some 
elaboration the procedures can be used for 
labor and overhead, either in separate 
pools or included with material in one 
pool. The addition of new items during a 
year and changes in manufacturing meth- 
ods do not invalidate the procedures.’® 
The only requirements are the conditions 
stated at the start of this section and some 
understanding of the theory and use of 
index numbers. 


CONSISTENT FINANCIAL AND COST 
ACCOUNTS 
It is believed in some quarters that 
LIFO cannot be incorporated in the cost 
accounts of a firm, with the consequence 
that the cost and financial accounts of 
a firm on LIFO must rest on two different 
methods of valuation. This is true if the 
10 These propositions and the treatment of a liquida- 


tion are demonstrated in detail in the previously cited 
paper by the writer. 
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firm has an actual cost system and the 
last-in-first-out rule is literally applied to 
each sale. However, the periodic reports 
derived from a standard cost system com- 
plement LIFO, whereas they conflict 
with both FIFO and lower of cost or mar- 
ket year-end statements. 

To demonstrate this, consider first the 
problems faced by a firm on FIFO. Com- 
mon practice is to pick up price variances 
at time of purchase and to charge them 
to C/G/S in the month they occur." 
Consequently, the monthly statements 
approximate the current cost of the goods 
sold, and their twelve-month sum will 
differ from the FIFO profit for the year 
by a figure about equal to the inventory 
profit. One controller, who has a large 
staff, a battery of IBM machines, and a 
big book of regulations, all for the purpose 
of obtaining quick and accurate informa- 
tion, has stated to the author that this 
difference can be quite embarrassing. 
When prices have gone up or down con- 
siderably in a year, the operating people 
confront him with the large discrepancy 
between the sum of the twelve monthly 
profit figures and the figure for the year. 

The alternative for a firm on FIFO is to 
pick up the price variance at some point 
after purchase. Carrying the variance for- 
ward until the goods are sold is a mon- 
strous accounting job that few firms at- 
tempt. Picking up the variance at the 
time raw material is issued is a com- 
promise that reduces the discrepancy be- 
tween FIFO and the interim reports, but 
it has no logic and it does not provide 
useful data. 

Turning now to a firm on LIFO, when 
purchases and sales are equal in amount,” 


11 See “Research Series No. 13, Standard Costs for 
Costing Inventories,” N.A.C.A. Bulletin, Section 3, 
June 1, 1948, pp. 1243-1262. 

12 If purchases are defined to include only material, 
sales and purchases are equal in quantity when the 
standard material cost of the goods sold is equal to the 
standard cost of the purchases. 
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it is evident that picking up the price 
variance at time of purchase and charging 
it to C/G/S will yield the current cost of 
the goods sold. The interim profit figure, 
therefore, is a LIFO profit. When sales 
and purchases differ in amount, charging 
the variance on the purchases to C/G/§ 
will result in a profit that is neither a 
current cost nor a LIFO profit. Since the 
error (the difference between purchases 
and sales extended at the difference be- 
tween actual and standard cost) will 
normally be small, it could be ignored. 
However, it can also be eliminated. 
Consider first the case when sales are 
below purchases, say 75 per cent of pur- 
chases. Charge 75 per cent of the price 
variance to C/G/S and carry the balance 
forward in a “Reserve for Deferred Price 
Variance” account. If the increase is 
wiped out in a subsequent month (sales 
are above purchases) charge that month 
with both the month’s variance and the 
reserve. The latter month is charged with 
the actual cost of the purchases during 
the month plus the actual cost of the 
purchases made in an earlier month and 
sold in this month. On the other hand, if 
the increase is on hand at the close of the 
year, close the reserve out to the inven- 
tory account. The standard cost of the 
increase plus the variance in the reserve is 
the current or LIFO cost of the increment. 
When sales exceed purchases, say 125 
per cent of purchases, the procedure is 
essentially the same. Charge C/G/S with 
125 per cent of the price variance and 
credit the reserve account with the 25 
per cent difference between the variance 
and the charge to C/G/S. (The assump- 
tion is that the variance is red.) The 
month, say March, is thereby charged with 
the current cost of the goods sold. If the 
inventory is restored to its initial level in 
a subsequent month, say July, by pur 
chases in excess of sales, the reserve is 
closed out against the July purchase price 
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variance. The consequence is that July 
isonly charged with the current cost of the 
goods sold in July, and March is charged 
with the goods sold in March but pur- 
chased in July.”* The interim statements 
again add up to the LIFO cost of goods 
sold. If the liquidation is not restored by 
the end of the year, the twelve monthly 
reports will add up to the current cost of 
the goods sold, which will differ from the 
LIFO cost by the difference between the 
current cost of the liquidation and the cost 
of the layers liquidated. The difference 
can be large, since the layers could have 
been acquired several years earlier. How- 
ever, the difference is a capital gain or 
loss that is not attributable to the per- 
formance of the purchasing, manufactur- 
ing or sales personnel, and the LIFO profit 
does not invalidate the interim reports. 


EVALUATION OF SALES PERFORMANCE 


In some industries the major element of 
raw material is subject to considerable 
short period price fluctuations. A conse- 
quence is that prices are subject to fre- 
quent changes, and a perennial question is 
whether the firm should price on a FIFO 
or on a current cost basis. It is true, of 
course, that costs do not determine prices, 
but it is also true that in deciding whether 
to initiate a price change or to follow a 
price change and in deciding how aggres- 
sively one should solicit business at the 
prevailing price, cost is an important con- 
sideration. 

Professor Thomas M. Hill and the writer 
addressed a questionnaire on inventory 
and pricing policy to a sample of the tex- 
tile firms in this country, and among the 
questions asked was one dealing with the 
movement in product prices in relation to 


"It can be seen that we are describing a next-in- 
first-out procedure, which is the correct one for intra- 
year reductions in inventory. There is one qualification 
in that March is charged with the expected cost of the 
July purchases which cover the March sales, and July is 
charged with the residual. 
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raw material prices. While the replies 
varied, a common complaint was that 
product prices lagged on the upswing but 
fell with raw material prices. Some of the 
firms experiencing this cost price relation 
considered it good policy to absorb short 
run or temporary increases in cost and to 
pass on cost reductions, but this was far 
from the general point of view. More 
commonly, the phenomena was considered 
an unhealthy competitive practice, and it 
was attributed im part to a tendency to 
price on FIFO cost in a rising market and 
to the inability to do so in the face of 
competition in a falling market. 

In personal interviews with representa- 
tives of textile firms and of firms in similar 
industries, such as leather, one of the views 
expressed was that a firm should price on 
the basis of current cost regardless of 
whether it acted alone or in line with gen- 
eral practice. The reasoning in support of 
this viewpoint ran as follows. When raw 
material prices are falling, volume is 
generally also falling, in part because buy- 
ers defer their purchases until prices reflect 
the present and possibly the expected 
future cost picture. In this situation the 
firm wants to mainiain volume, and cost 
reductions are passed on with alacrity in 
order to do so. Similarly, when material 
prices are rising, volume is generally 
also rising. Hence, it requires only a little, 
if any, patience for the firm that passes on 
the price increase to fill its order book— 
and at the favorable margins the market 
can stand. 

It is evident that a firm with the above 
pricing policy will find that LIFO yields 
income statements in harmony with its 
policy. It is quite true that a firm need 
not maintain its cost accounts and develop 
periodic statements under LIFO in order 
to use current cost in pricing. On the other 
hand, if accounting reports have any 
managerial use, it is to evaluate the per- 
formance of subordinates and to direct 
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their actions. Accordingly, under a FIFO 
determination of cost of goods sold, a sales 
manager (assuming that he makes the day 
to day price decisions which implement a 
company’s volume and margin objectives) 
may feel no urgency to raise prices in a 
rising market. For, with the monthly state- 
ments reporting the costs prevailing two 
or three months earlier, the profit margin 
will be excellent with little or no increase 
in price. However, in a falling market the 
price concessions needed to maintain 
volume would make it appear that he 
was giving merchandise away when the 
sales are charged with costs on a FIFO 
basis. While a fall in volume will force 
him to follow the market, he may do so 
reluctantly and slowly, and the advisibility 
of this type of price behavior is open to 
question. 

The procedures outlined above under 
“The Theory of LIFO” and ‘Consistent 
Financial and Cost Accounts’ provide 
current cost statements on a company 
basis. However, firms which manufacture a 
number of product lines and which organ- 
ize their sales force accordingly, will want 
periodic income statements which follow 
the same classification. Such statements 
can be obtained as follows. At the time an 
order is written the cost of goods sold is 
determined as the sum of (1) the standard 
conversion cost and (2) the standard 
material usage costed at the market at date 
of order. In the period that shipment is 
made this cost of goods sold appears in 
the product line report. Since the sales 
force is not responsible for manufacturing 
variances, they do not appear in the re- 
port, and since the sales people are held 
responsible both for profit margins in rela- 
tion to current material costs and for 
volume, the correct material cost is the 
market at date of order. 

It should be emphasized that such 
statements are useful where the material 
is an important element of cost, the ma- 


The Accounting Review 


terial is subject to considerable fluctuation 
in price, and it is considered good policy 
to price on the basis of current cost. The 
cost of goods sold based on market at 
date of order is a more accurate concept 
of current cost than that established in 
the previous section. The two may differ 
somewhat since the cost of the material 
received during a month need not coin- 
cide with the cost at time of order of the 
sales invoiced during the month. The prod- 
uct line statements costed at the market 
at date of order can be incorporated in 
the accounts, but no useful purpose is 
served by doing this, and the difference 
between them and the regular statements 
can be explained. 

For some firms, such as shoe manufac- 
turers, raw material is purchased in a 
commodity market where prices are sub- 
ject to continuous fluctuations, and sales 
are made to retailers or consumers at 
prices which are revised infrequently if 
at all, during a season. Further, marketing 
policy may make it advisable to be more 
sensitive to a fall in material prices than 
to a rise. It can be argued that current 
cost is not a valid basis for the evaluation 
of performance where the market condi- 
tions just described prevail. This is true 
at those levels where price decisions are 
not made. However, current cost reports 
provide an accurate picture of the conse- 
quence of a particular course of action and 
may lead to a sounder middle course be- 
tween complete price flexibility and no 
reaction to changes in costs. 


EVALUATION OF PURCHASING PER- 
FORMANCE 


The ability of the purchasing depart- 
ment to buy at the right price is an im- 
portant factor in the success of a firm that 
uses a raw material subject to considerable 
price fluctuation. However, thinking on 
this problem of speculation in inventory 
is highly confused. A firm will commonly 
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say that while it occasionally makes pur- 
chase decisions in response to price expec- 
tations, as a rule it does not speculate. 
Nevertheless, the policy with respect to 
inventory commitment followed by one 
firm on the grounds that it does not specu- 
late will often be at odds with the policy 
of another firm with the same attitude 
towards speculating. In this section we will 
present a definition of speculating that is 
considered valid for a going concern and 
then propose a set of rules under which the 
accounts may be used to separate the gain 
or loss on speculation from the income 
on other operations. This would seem 
useful since the desirability of engaging in 
speculation in a large corporation will 
turn in part on the possibility of measuring 
and evaluating the performance of those 
responsible for it. 

On can say that a firm is speculating in 
acommodity, (1) if it has a position in the 
commodity, or (2) if it has a position in the 
commodity for the purpose of making a 
profit on a favorable change in its price. 
Under the first definition, only those firms 
which can and do cover their inventory 
with an opposite position in a futures 
market are not speculating, and most 
firms would probably disagree with the 
definition on the grounds that their in- 
ventory is not held for the purpose of 
realizing a profit on a favorable change in 
its price. The second definition, on the 
other hand, is open to objection on the 
grounds that the absence of motive does 
not eliminate the gain or loss consequent 
upon the timing of a firm’s purchases. 

Our definition of speculation rests on the 
assumption that for any period there is 
some level of inventory considered desir- 
able or normal for the purpose of carrying 
on business. If this level of inventory is 
maintained throughout the period by cover- 
ing each sale with a purchase, we say that 
the firm is not speculating. On the other 
hand, we say that a firm speculates by 
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scheduling its purchases so that they lead 
or lag sales. For instance, if a firm raised 
its inventory above normal by 1,000 
pounds in March and returned to normal 
in July, it has incurred a speculative gain 
equal to the amount by which the March 
cost was below the July cost of 1,000 
pounds. Similarly, if the firm went below 
normal in March and restored the deple- 
tion in July, it would have made a specula- 
tive profit equal to the amount by which 
the March cost was above the July cost. 

Under this concept of speculation we 
distinguish among operating profit (which 
is revenue less market at date of order 
cost of goods sold), the change in the 
value of the normal inventory during the 
period, and the gain or loss due to intra- 
period departures from the normal in- 
ventory. The reasoning behind the above 
definition of operating profit was given in 
the last section. The reasons why changes 
in the value of the normal position are 
not considered speculative gains or losses 
and why departing from the normal in- 
ventory is considered speculation, re- 
gardless of whether or not the motive is 
the anticipation of favorable price move- 
ments, are discussed below. A firm that 
expects no fluctuations in price or which 
does not wish to act on its expectations 
might follow a policy of covering every 
purchase with a sale. Under this policy, 
a firm will experience no more than a 
change in the value of its normal inven- 
tory as a result of price fluctuations during 
a period. Insofar as the firm expects to 
maintain the inventory at the same level, 
the change in its value represents no 
source or drain of funds, and it can be 
expected that the change in price during 
a period will in part be cancelled by subse- 
quent changes. In other words, the prob- 
lem with respect to the normal inventory 
is its value in the distant and indefinite 
future when it will be liquidated, and this 
is of no great present importance. A firm 
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may change the level of inventory con- 
sidered necessary to carry on business 
from one year to the next, but the gains 
or losses on these fluctuations are also not 
likely to be material. Finally, these events, 
a change in the value of the normal in- 
ventory and a change in the level of inven- 
tory needed to carry on the current volume 
of business, are beyond the control of the 
purchasing department. 

On the other hand, the timing of its 
purchases during a year can create a 
substantial difference between the actual 
cost of the purchases and what the cost 
would have been had the purchases been 
made at the times of sale. This gain or 
loss represents a source or drain of funds 
and not a revaluation of an asset. Further, 
the gain or loss is a consequence of the 
actions of the firm, and one cannot be 
confident that it will average out over 
time.* Finally, since it could have been 
avoided by maintaining a constant inven- 
tory, and since it will be a gain if price 
anticipations are correct, the profit may 
be looked on as a measure of the perform- 
ance of the purchasing department. 

The previous discussion indicates the 
orientation of a set of rules designed to 
measure the performance of a purchasing 
department in speculating. At the start 
of a period, say a year, top management 
designates a normal level for the material 
content of the inventory, and the pur- 
chasing department is charged with this 


4 For instance, consider a firm that does not sched- 
ule its purchases on the basis of price expectations and 
does not try to maintain a stable inventory. If its cus- 
tomers speculate, the firm’s inventory will increase 
when prices are high and decrease when prices are low. 
There is some evidence that the inventories of manu- 
facturing firms behave in this way over the business 
cycle. That is, inventories start increasing before the 
peak and continue increasing for a period alee the peak 
is passed. The liquidation of inventories starts before 
the bottom is reached and continues for a period there- 
after. In short, purchases are at high prices and sales 
are at low prices. See, Moses Abramovitz, Jmveniories 
and Business Cycles, (National Bureau of Economic Re- 
search, 1950), pp. 90-190. 
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quantity at its standard cost. If the actual 
inventory is above or below this quantity, 
the difference is charged or credited to the 
purchasing department at the current 
cost. During the year the purchasing 
department is credited with the material 
content at current cost whenever a sale 
is made, and it is charged with the actual 
cost of purchases. At the end of the year 
the department is credited with the normal 
position at standard, and it is credited with 
any excess over the normal position at the 
current cost. The consequence of these 
rules is that the balance remaining in the 
account will be zero if the inventory is 
kept at normal by covering every sale 
with a purchase (including the immediate 
elimination of an initial difference from 
normal). On the other hand, if purchases 
lead or lag sales, there will be a profit ora 
loss in the account depending on the cor- 
rectness of the department’s price antic- 
ipations. It should be noted that by 
charging and crediting the department 
with the normal inventory at standard 
costs, the gain or loss on speculation is 
determined even though the inventory 
consists of a number of different grades or 
items and the composition of the inventory 
changes with business requirements. 

Of course, these concepts and procedures 
are only applicable where raw material is 
an important element of cost and where it 
is subject to wide flunctuations in price. 
In applying these concepts to a particular 
situation a number of problems may be 
encountered. First, freight and storage 
(including interest on the investment) 
may be important, in which case the 
purchasing department should be charged 
with the actual costs and be given a 
standard allowance for these costs. Sec- 
ond, the supply of the commodity may be 
seasonal, which may be a problem only if 
there is no futures market in the com- 
modity; but even then it may be argued 
that seasonal buying is justified only if it 
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Managerial Use of LIFO Data 


yields a profit as defined above. Third, a 
really difficult problem exists when the 
demand for the firm’s products is seasonal 
and the stabilization of output is highly 
desirable. The possibility of dealing with 
this problem can be examined only in the 
context of all the characteristics of a firm’s 
environment, a task that is beyond the 
scope of this paper. Fourth, if the raw 
material is required in a variety of grades, 
it may be difficult to establish a valid 
market price for a particular grade when 
a sale takes place and when there is no 
simultaneous purchase. Finally, a good 
purchasing department can save money 
in a variety of ways that are not consid- 
ered speculation, but these savings are not 
separable from those attributable to 
speculation. However, there is no reason 
why they should be separated. 

The elaboration of the system to deal 
with each of the problems raised will 


243 


depend on the importance of the problem 
in the particular situation and the accuracy 
desired. In general, however, it is not 
possible to establish a fool-proof system, 
and inadequacies created by the failure 
to recognize all variables must be handled 
through mental adjustments, much as the 
data of semi-variable expense budgets are 
handled. 

Finally, it is now evident that the con- 
cepts and data for the measurement of 
purchasing performance are in harmony 
with the LIFO classification of income 
and with the classification that facilitates 
the evaluation of sales performance. In 
other words, the categories of income that 
evoive from LIFO are the current cost or 
operating profit, the gain on intra-year 
timing of purchases, the (unrealized) 
capital gain on inventory carried from 
one year to the next, and the (realized) 
capital gain on liquidations of inventory. 
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MANAGEMENT AND INDUSTRIAL AC. 
COUNTING IN WESTERN EUROPE 


EVERETT J. MANN 
Paris, France 


LTHOUGH Europe is the world’s 
A second best center of productivity, 
any American is likely to go there 
expecting to find that European methods 
and techniques of production are on a 
relatively primitive level. When he finds 
anything at all by way of management 
know-how, he is likely to be pleasantly 
surprised. When he digs farther into the 
types of managerial tools and the uses to 
which they are put, his next reaction is 
likely to be, “Since they have advanced 
this far, it’s only a short step farther to 
the ultimate uses of these techniques to 
give European productivity a real push 
forward.” And therein, in that short gap, 
lies the big difference between American 
and European businessmen. The Euro- 
peans have known much of the theory 
and many of the techniques of accounting 
for years. What they have failed to do is to 
use them for better management. 

The ebullient American is likewise prone 
to come charging into Europe, intent 
upon selling the American way of life and 
all the concomitant benefits that result 
when a nation’s over-all standard of 
productivity is raised. These American 
assumptions can be more or less summa- 
rized as follows: 

1. American productivity is particularly ad- 
mired because a higher standard of living 
for everybody makes for a happier people. 

2. Europeans generally are anxious to hear 
American ideas and are only waiting to be 
shown how the ideas are applied before they 
adopt them eagerly. 


After the American learns by experience 
that these premises are quite fallacious, 
he is able to talk more intelligently about 
the job of increasing productivity through 


the use of American methods. This article 
is based upon personal observation, and 
certain generalizations to which individual 
exception can be taken must of necessity 
be made. 


SOCIAL BACKGROUNDS 


A number of European study teams have 
visited various industries in the United 
States, and one of the outstanding impres- 
sions they have gathered is that American 
business excels European because of 
superior American organization. 

Organization of industry cannot be dis- 
cussed without a knowledge of European 
social attitudes which may be carried 
directly into the business world. America 
is developing her own class-consciousness, 
but it is one that is likely to begin at 5 
o’clock at night and end at 8 o’clock the 
next morning. In Europe, social conscious- 
ness can be carried throughout the whole 
working day with subsequent effect on 
the liaison within the organization, the 
communications between the different 
branches of business, and between super- 
visors at different levels of authority. 
It may well be that Europe’s greatest need 
is to break down social barriers during 
working hours. 


There is a vast gap between the Euro § 


pean managerial and working classes, and 
Europe’s ability to compete in world 
markets is only possible because of its 
low wage scale. Since labor is cheap, there 
is less incentive to mechanize; or mech- 
anization may not be feasible because of 
industry’s size. Wage increases likewis 
are likely to be small and may not fore 
the European manager to think in terms 
of doing his job more efficiently to offset 
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the increased labor bill. An insidious slow 
rise in costs never adequately dramatizes 
the necessity for improvement and change. 
The familiar vicious circle further works 
against mechanization when it is con- 
sidered that mechanical equipment costs 
roughly twice what it would cost in 
America as against wage rates about one- 
quarter as high on the Continent. A com- 
parison between wage rates per hour can 
be shown as follows: 


U.S.A. $1.77 
France .40 
Italy 
Netherlands .24 
Norway .59 
Sweden 
Western Germany .38 


The pay scales shown above are not 
entirely indicative of the real compensa- 
tion paid to employees, for social benefits 
may add another 30 to 50 per cent to the 
European wage bill. The social payments 
flow back to the workers in the form of 
retirement and sickness benefits and pay- 
ments for raising large families, with the 
possibility that the propagation of the 
race can in itself become a career. 

As the heir to a long family business 
tradition, the European manager often 
feels a sort of paternalistic obligation to 
keep his employees working; too much 
mechanization might throw them out of 
jobs. Even where this feeling does not 
exist, governments have created hosts of 
safeguards that prevent employees being 
laid off or discharged without being given 
several months’ notice. In Norway, the 
most socialistic country in Europe, an 
executive stated that if an employee had 
been on the payroll for five years, it would 
be practically impossible to discharge 
him; another job would have to be found 
somewhere in the organization. 

Further adding to the difficulties of 
the average European worker’s attempts 


. Source: International Labor Office (Geneva, Switzer- 
land). Yearbook of Labor Statistics. 
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to raise his standard of living is the vicious 
system of regresssive taxation that prevails 
throughout most of Europe. Although 
bitterly condemned by entrepreneurs, the 
American progressive income tax has been 
a powerful force in creating a larger middle 
class. Consider the following comparison 
between American and European systems 
of taxation: 
Percentage of Toial Tax 


Direct Indirect 
(Cor porate and 
Individual Income) 
United States 75% 25% 
France 30% 70% 
Netherlands 50% 50% 


A change to throw more of the French 
tax burden on the middle and upper 
classes would inevitably be followed by 
income redistribution to the substantial 
betterment of the workman’s position. 

In some of the smaller countries, the 
demand for consumer goods is breeding an 
inflationary situation as the countries are 
unable to export enough to warrant heavy 
imports of luxury goods. All over Europe, 
one feels constantly that there is but an 
uneasy containment of inflationary forces. 

An understanding of European social 
conditions requires an appreciation of the 
position of the labor union. The great dif- 
ference between American and European 
unions is that the European unions are 
politically rather than economically moti- 
vated. The typical European labor leader 
is probably a politician as well as a labor 
man. Increases in wages are not geared to 
and bear little relation to economic 
productivity. When granted time after 
time, the wage increases merely add to 
inflationary pressures rather than giving 
the union members additional purchasing 
power that might come if wage increments 
were accompanied by increases in produc- 
tivity. 

Collective bargaining in the give-and- 
take American sense in unknown. Through 
political action, industries that are passing 
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through periods of economic difficulty of- 
ten are forced to give the same pay in- 
creases as those which are riding a crest 
of prosperity. After viewing the situation 
of the combined labor leader and politician, 
American labor men have stated they 
would strongly oppose an American labor 
party. They have been dismayed by the 
effects strong labor political movements 
have had upon European productivity 
and at the manner in which the economic 
problems of labor are united in an un- 
sound alliance to the political. 

In defence of their positions as politi- 
cians, the European union leaders say 
that they must be political because they 
will make no progress through discussing 
economics. The European manager often 
refuses to expand his business. He will not 
think dynamically in terms of more pro- 
duction and sales but will be content with 
his present share of the market. If the 
industrialist is unwilling to expand, the 
union leader is faced with the necessity 
of getting what he can, even though he 
may know wage advances are unjustifiable 
when measured against productivity. 

The European manager also is likely 
to be a politician. As contrasted to the 
situation in America, where the business- 
man takes little active interest in politics, 
in Europe leading businessmen are often 
leaders in the conservative parties. Ameri- 
can labor leaders who visit Europe tell 
their European counterparts, “What you 
need is a good, hard-hitting, driving man- 
agement to make you fight and bargain for 
your rights.” American managerial con- 
sultants reach a similar conclusion, telling 
the European managers, “If you only had 
an aggressive labor movement, you would 
be forced into better managerial practices 
which would force you to improve your 
ways of doing things. As matters now 
stand, there is no necessity to fight and 
think of alternative ways of raising your 
output.” 


The Accounting Review 


MANAGEMENT 


In evaluating the performance of Euro 
pean managers, it must be remembered 
that 98 per cent of European businesses 
have fewer than 500 employees; 90 per 
cent have less than 100 employees. This 
means that there is often little incentive to 
delegate authority or to create a respon- 
sible middle level management trained to 
make decisions; the top manager probably 
feels he is well enough acquainted with his 
business to run the whole show without 
the use of complex managerial tools such 
as budgets and cost accounting systems. 
Furthermore, the European manager feels 
little confidence in his subordinates. 

In many cases the European chief 
executive clings to his old form of vertical 
organizational set-up and passes his orders 
down the line in a chain-of-command style. 
This, of course, is not only time consuming 
but furthermore debilitates the power and 
ability of younger men to make decisions. 

The argument usually raised in opposi- 
tion to the creation of middle level manage- 
ment people was, “‘We can’t afford them. 
They are non-productive.” In answer to 
this comment, it could only be said that 
the specialists and middle managers have 
been among the most significant forces in 
raising the productivity of American in- 
dustry. The specialists more than pay 
their keep by designing better work lay- 
outs, cost controls, purchasing economies, 
and through other means well known to 
American businessmen. It is possible, too, 
that the average European worker toils 
much harder than his American counter- 
part (the standard work week in Europe 
is 48 hours), but he accomplishes less 
because managerial direction and plan- 
ning is lacking. 

Not much attention is given in Europe 


® See “Management in Western Europe,” a prelimi- 
nary report by Frederick H. Harbison and Eugene W. 
Burgess of the Industrial Relations Center of the Unt 
versity of Chicago—June, 1953. 
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+9 the analysis of labor cost control where 
American managers are fighting a con- 
tinual battle to achieve economies. Added 
to the legal difficulties of dropping super- 
numerary personnel is the nagging worry 
in the back of every manager’s head that 
too efficient methods may result in lay- 
ofis that will upset the happy condition 
of full employment that prevails today. 
Any job, no matter how lowly paid, is 
better than none. For example, some 2,000 
people presently employed in punching 
tickets in the Paris subways could be re- 
leased for more productive employment 
through the installation of automatic 
turnstiles—yet such a drastic mechaniza- 
tion would be politically and socially im- 
possible. 

In common with many American mana- 
gers the European does not worry when 
business is good. However, in industries 
such as those of the French canning and 
shoe industries where overproduction pre- 
vails, there is considerable interest in cost 
accounting and production control. The 
French productivity center in Paris is 
endeavoring to do its bit by having spe- 
cislists draft cost accounting and methods 
manuals which will help those two in- 
dustries become more efficient and com- 
petitive. 

The interest in developing better man- 
agerial and control techniques is greatest 
in the smaller countries of Europe. Since 
these lack large home markets and must 
depend upon export business, the man- 
agers are keenly aware that they must cut 
costs or perish. It is interesting to note 
that European management is good within 
acountry in almost the same proportion in 
which the English lanaguage is under- 
stood. In northern Europe, where English 
is generally the second language, one is 
likely to find a greater awareness of 
management and managerial techniques. 
Since the outstanding literature on busi- 
hess problems is coming from America, 
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the European who does not read English 
cuts himself off from the latest and most 
informative thinking to be found in cur- 
rent books and periodicals. 

The further the American probes into 
European industry the more keenly does 
he become aware of the priceless strengths 
of America—the common language and 
the absence of customs barriers between 
states. Tariffs between countries often 
defeat European managers in their efforts 
to do better jobs. For example, in Den- 
mark, the import duties on Danish metal 
products going into Germany recently 
were raised by 20 per cent because the 
Danes were threatening the German 
industry. Since Denmark is a small coun- 
try, it has no adequate retaliation against 
the German move. 

In a Danish foundry, the manager 
proudly pointed out his mechanical pro- 
duction line for casting stoves. ““Why don’t 
you mechanize the bathtub part of your 
production as well?” we asked. He 
shrugged, ‘No markets. The Danish mar- 
ket takes 22,000 bathtubs a year. We make 
half of these. Denmark is an agricultural 
country and must export many of its farm 
products to England. Under our trade 
agreements, the English must be permitted 
to send in 11,000 bathtubs a year; that 
takes care of the Danish market. So, if 
we mechanized, there would be no place 
to sell the additional production.”’ 

“We manufacture 40,000 different parts 
for telephones in our plant,” said a Belgian 
industrialist. ‘“Thirty-five years ago, we 
were manufacturing practically all the 
telephone equipment in Europe and ex- 
porting all over the Continent. The more 
we exported, the more jealous the other 
countries became. One by one, each coun- 
try decided it must have its own manufac- 
turing facilities, so today there is a plant 
similar to ours in every country, and each 
plant is producing a big variety of items. 
As a result, costs are high for everybody. 
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If there were a united Europe, each plant 
could specialize and then costs could come 
down.” 

Another important barrier to mana- 
gerial progress is the inter-nation hatreds 
and suspicions that still persist through- 
out Europe. Even the widely publicized 
Benelux agreements, which have largely 
done away with customs barriers between 
the three Benelux countries, still have im- 
portant loopholes. 

The average European business tends 
to be one that has been handed down in the 
family for generations. The age of an es- 
tablishment gives it dignity and respecta- 
bility though not necessarily efficiency. A 
natural concomitant of poorly managed 
family businesses is that the managers 
fear and distrust their competitors. The 
managers incline to draw more closely 
within themselves and their organizations. 
They dislike discussing mutual problems 
with competitors and discourage their em- 
ployees from belonging to professional so- 
cieties where information that would 
benefit the competition might be ex- 
changed. 

The salutary effects that the develop- 
ment of professional societies and the free 
interchange of information has had upon 
American productivity have been pointed 
out, but the great suspicions of competi- 
tors persist throughout Europe. Mutual 
distrust has unwittingly fostered a sort of 
business noblesse oblige and led to carteli- 
zation, a development too well known to 
need comment. 

Under the auspices of the F.O.A., and 
its successor, I.C.A., a number of Euro- 
pean study teams have been sent to the 
United States to observe how American 
industries operate. The weakness of this 
method of education has shown up when 
the individual teams members return to 
their industries. If they have learned some- 
thing useful, they often keep it to them- 
selves, figuring that there is no point in 
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letting a competitor get hold of valuable 
information. 


INDUSTRIAL ACCOUNTING 


From the foregoing, it will be seen that 
changing attitudes of mind, alleviating 
suspicions, and inspiring man to have con- 
fidence in the future of mankind is perhaps 
the most important job an American pro- 
ductivity team faces. In addition to these 
tasks, certain other realities of business 
life on the Continent must be faced. 

The first of these facts of life is that the 
engineer tends to be the man who is run- 
ning European industry. The engineer is 
heir to a long tradition of industrial su- 
premacy. He is the man who makes the 
wheels go round and the shop operate. 
Since he understands factory operations 
so well, he is naturally the person who 
should manage the enterprise. There is 
little appreciation of accounting and the 
services that accounting can render. That 
a mere accountant, or figure checker, 
should come to head an enterprise is un- 
thinkable. Even where the vertical form of 
managerial organization does not exist, 
many European companies have made the 
simple concession of splitting up into two 
divisions of authority. In one company, 
there were actually two presidents—one 
for sales and one for production. 

In discussing the functions and uses of 
accounting, it was necessary to explain to 
executives the functions of controllership, 
which is practically unknown in Europe. 
Even where the so-called cost accountant 
exists, he may be no more than a clerk, 
content to compile pages of figures into 
lengthy reports that either are ignored or 
else not understood by management. The 
contrast between this European concept 
of the cost accounting department and the 
American one of a “cost control” depart- 
ment points up significant attitudes in 
management philosophy. 

The use of controllership as a managerial 
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tool in American industry is one great dif- 
ference that has pushed American pro- 
ductivity far beyond that of its European 
counterparts. Often engineering and pro- 
duction control techniques in European 
plants were the equivalent of American 
methods. What was significantly lacking 
in Europe was planning for control and 
the elimination of waste through control. 
In one electronics plant, tungsten was be- 
ing wasted by the production people simply 
because they had no idea of the cost of 
valuable tungsten as compared with 
cheaper base metals. 

One of the bars to European understand- 
ing of controllership is a semantic one. In 
Europe, the term “controller” is used to 
designate the unimportant fellow who 
punches tickets at railway stations or 
stamps passports when international bor- 
ders are crossed. Even if this word barrier 
did not exist, the next impediment to un- 
derstanding is in the concept of the word 
control. The controller is thought of as a 
chief accountant with line authority over 
the accounting department, or possibly he 
isa “comptroller,” the word being derived 
from the French, ‘“J/ compte,” or “he 
counts.” The comptroller, then is a man 
who merely counts but does not control. 
The highly important idea of the con- 
troller as a staff officer who welds together 
sales and production and integrates the 
two into a plan for better management 
simply is not understood. 

Where, as in Europe, the engineer is 
boss, what happens? He tends to think 
only in terms of production rather than 
in terms of maximizing profits and selling 
the products he makes. In France, the con- 
cept of engineering can be even more dis- 
torted because it has led engineers to be- 
come scientists whose great interest is in 
developing new ideas. It was said re- 
peatedly on the Continent that the great- 
est scientific advances came from France, 
but the Frenchman, once he had conceived 
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an idea, did nothing further with it. It was 
left to the Germans to explore the possi- 
bilities and ultimate uses of the discovery. 

Furthermore, the eingeer tends to have 
a contempt for people who are mere sales- 
men or accountants. An antipathy exists 
between production and accounting and 
the two groups have nothing to do with 
each other. Even where accountants have 
received a good education, they begin to 
develop their own class pride. They wish 
to be desk men, removed from grimy fac- 
tories; they have no interest in seeing what 
is happening on the production lines. They 
much prefer to sit in their own tight, little 
offices, compiling data and statistics with- 
out regard to cost centers or control points 
in the factory. Once they have ascertained 
their costs, often refining expense distri- 
butions down to unimportant minutiae, 
they are satisfied; their responsibility is 
ended. That a great service of accounting 
is to establish responsibility and accounta- 
bility throughout the plant does not occur 
to them. 

Another great lack found in European 
industry was in the function of forecasting 
and budget planning. The engineer thinks 
first of production; next he thinks of selling 
that production. Repeatedly, it was em- 
phasized to the Europeans that production 
planning should be preceded by sales plan- 
ning. Sales planning consists not merely of 
deciding what to sell, but also of examining 
what can be sold most profitably. That 
sales planning and market research could 
be supervised by such an unimportant fel- 
low as the controller, or chief accountant, 
was a totally new idea. 

As if the opposition of the sales and en- 
gineering departments were not enough, 
the acountants have gone out and bor- 
rowed additional trouble for themselves 
by creating in Germany, France, and Scan- 
dinavia a “standard plan of accounts.” In 
France, all nationalized firms and all those 
seeking to borrow through French financial 
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agencies must adopt this standard plan 
for bookkeeping. The French plan was 
drafted in 1946, and the official explana- 
tion given for its creation was that France 
was in chaos and business needed uniform 
accounting guidance to help it out of the 
dilemma into which the war had plunged 
it. The standard plan was the answer; the 
plan itself is a mélange of nonsensical ac- 
count groupings which bear no relation to 
each other. For example, accounts re- 
ceivable, accounts payable, and advertis- 
ing are all classified under the same master 
code number. To compound the error of 
accounting collectivism still further, the 
standard plan, with a few modifications, is 
supposed to be just as good for commer- 
cial as for industrial enterprises. The man 
who was chiefly responsible for drafting 
the French standard plan of accounts, 
based on the German model, has been 
awarded the Legion of Honor. 

In the average European business, there 
is little knowledge of what constitutes cost. 
Many plants are engaged both in job order 
and process types of production, but they 
are satisfied to apply one factory overhead 
rate to all departments, regardless of what 
is being manufactured. 

Painstaking distributions of overhead 
expenses are made, often on a monthly 
basis, by accountants who allocate over- 
head back to productive departments at 
great effort of time and labor, and a# great 
delay in producing timely reports. This 
method of burden distribution is used all 
over Europe; the flexible overhead rate, 
so time saving for cost computations, is 
relatively unknown. In the rare cases 
where estimated or standard costs are 
used, the standards are often loosely set 
as opposed to the American concept of 
setting rather tight standards. 


THE POSITION OF THE FOREMAN 


The foreman in America has long been 
recognized as the man on the lowest rung 
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of the managerial ladder. If cost control js 
to be effective, it must begin at the level 
of the cost center with the foreman and 
the sub-foreman. To this end, foreme 
must be given budgets and the respong- 
bility for meeting those budgets. Similarly, 
American industry is always on the look. 
out for good men who can be trained for 
foremanship. A continuing education js 
necessary to upgrade the foreman’s role of 
managerial responsibility and to help him 
understand advanced concepts such as 
flexible budgets. Always, too, the prospect 
for further advancement to a supervisory 
level can be held out. The foreman is en- 
couraged to consider himself a member of 
the management team and to work for the 
interests of management. He is constantly 
made aware that his supervisors are ap- 
praising him, his work and his success in 
meeting budgetary objectives. When he 
becomes a foreman, he crosses from the 
worker level over to the managerial side 
of the fence. 

Now consider the difference in Europe. 
Ordinarily the tradition of foremanship is 
passed down from father to son in the 
same way craft skills and trades may be 
passed along. Occasionally a worker may 
be promoted to foreman from the ranks. 
After that, he can go no farther, for jobs 
above him must be filled by men with en- 
gineering training. The foreman is and re- 
mains a straw boss, or ouvrier premier, in 
that he shows the way to the workers in 
his department. 

In northern Europe, some efforts are 
being made to redress this situation and 
to educate foremen for managerial re 
sponsibilities. By and large, though, the 
centuries of class tradition prevent effec- 
tive cooperation between foremen and 
higher management. 

The same comment applicable to the 
foreman may apply on the level of the 
educated university graduates who come 
into a business. Because advancement for 
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the outsider may be limited, the graduate 
may develop a feeling that there is little 
yse in hoping for a top level position. In 
addition, he has his own prejudices against 
foremen and workers; the pressures from 
top and bottom tend to make him a lonely 
man without effective contact either with 
his superiors or with lower level organiza- 
tional people. 


BUDGETING AND STANDARD 
COST ACCOUNTING 


Budget planning is coming to be more 
and more used in western Europe, but the 
budget is not thought of as a method of 
control. Budgets are created in top man- 
agement circles and there they stay. Even 
in larger industries, the budget is regarded 
asa more or less secret document for the 
eyes of only a few key executives. Some 
budget follow-through is attempted but 
always with the same result: if budget 
standards are not met, the budget is re- 
vised to take care of the additional costs 
that inevitably eventuate when there is 
no control. It seldom occurs to the mana- 
ger to try to find out why actual costs ex- 
ceeded budget targets. Obviously, it is 
easier to revise the budget than to try to 
dig into reasons for budget failures. Just 
as obviously, the budget becomes useless 
as a tool for managerial analysis. 

Standard costs are little used, with cost 
accounting being conducted on a historical 
basis. Years ago, American managers 
recognized that historical costs in them- 
selves were worthless in achieving more 
eficient production. The European mana- 
ger sees too many difficulties in the way of 
establishing standards. The magnitude of 
the task baffles him as he talks about mul- 
tiple product lines and factories that en- 
compass both production items and job 
contracts. “Begin somewhere,” has been 
the American advice. “Start to set stand- 
ards for your most important products. 
You don’t need to have a standard for 
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every item in the shop on the first day of 
January.” 

The desirability of changing cost ac- 
counting methods and procedures across 
the years seems to be regarded as more or 
less unnecessary in Europe. In several fac- 
tories, certain overhead distributions had 
been created years ago by outside account- 
ants. Year after year, the company ac- 
countants had gone on slavishly following 
the established pattern. The necessity for 
re-examining overheads because of changes 
in product lines was secondary to the task 
of achieving account balances. The failure 
to revise the methods of burden distribu- 
tion was, of course, reflected in incorrect 
pricing policies. 

Oddly enough, some European firms, 
being dissatisfied with poor accounting 
methods, have been swept up by a current 
craze for punch card accounting. Only by 
sad experience have many of them learned 
that electronic calculators are not always 
the answer to better accounting. When the 
punch cards fail, the companies often re- 
vert to the manual accumulation of costs 
and fail to explore and use semi-mechani- 
cal methods which might give quicker as 
well as more satisfactory results for 
medium-sized firms. 


ACCOUNTING EDUCATION 


The concept of the business school is 
beneath the dignity of European educa- 
tors, and training for business is looked 
upon as an inferior pursuit for a man who 
wants an education. In all of France there 
is only one university that offers a degree 
in accountancy, although some accounting 
training is to be had on levels below those 
of the university. The most promising 
young men who wish to make a career of 
accountancy turn to chartered accounting 
where they can enjoy professional ca- 
reers. Industrial accountancy attracts few 
people. The élite are trained in engineer- 
ing. Accounting is taught in engineering 
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schools simply as a means of enabling en- 
gineers to understand costs. That account- 
ing instruction can be divorced from en- 
gineering and the accountant can become 
a business manager without knowing 
production techniques is not readily ac- 
ceptable to European educators and busi- 
ness managers. 

There are too few teachers of accounting 
and business subjects in Europe. There is 
no contact between businessmen and uni- 
versity professors. The average university 
professor may be trained in economic 
theory and later have switched over to 
teaching business subjects. This back- 
ground can be contrasted with that of the 
average American professor of business 
administration who usually has spent 
some years in industry before becoming a 
teacher. The all important case method of 
instruction that has become so characteris- 
tic of American teaching is seldom used in 
Europe—one reason being that there is 
no file of cases on which to draw except 
those that can be taken from American 
books. In northern Europe the situation is 
better. Schools of business administration 
are attracting more and more students, 
and in larger cities extension courses are 
being offered. 
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Fortunately, too, there are evidences 
that the French educational system js 
breaking from its rigid patterns and the 
children are being given a little more lati. 
tude, although any marked change is a 
long way off. In Paris, the French Cham. 
ber of Commerce runs a school which 
teaches managerial techniques. Outside of 
Paris, the first school for the study of 
management problems was established in 
Lille three years ago and strives to train 
younger executives for positions of mana- 
gerial responsibility by bringing them to 
classes on weekends in the same way that 
a number of business schools in America 
have trained their executives. The Har- 
vard Business School has established a 
branch in Turin, Italy. The Ford Founda- 
tion is actively at work along similar lines 
in Istanbul. 

The first issue of an accounting journal 
of the French National Society of Expert 
Accountants was published in March, 
1955. Hence, there is evidence that better 
training and freer exchange of information 
are on the way and that European busi- 
nessmen generally are beginning to lose 
some of their suspicions of each other— 
a good portent for the future. 
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RELIABILITY OF SAMPLING 
PLANS IN AUDITING 


EpwIn W. GAYNOR 
Army Audit Agency 


ucH has been written in recent 
M years concerning the relative mer- 

its of various types of sampling 
plans used by accountants in performing 
audits. Most of this material can be di- 
vided into two general categories. The first 
supports the traditional approach, that is, 
it proposes the selection of samples with- 
out scientific consideration of the proba- 
bilities involved, risk incurred, or degree 
of protection required. The underlying 
concept in this approach is materiality. 
The sample size is usually determined by 
requiring that a stated percentage of the 
entire work-lot be examined or that all 
items over a specified dollar amount be 
selected for sampling. The practice is 
firmly entrenched and finds many staunch 
supporters. The second position usually 
holds that scientifically designed sampling 
plans which give consideration to the prob- 
abilities involved, risk assumed, and degree 
of protection desired, will provide more re- 
liable results with less labor effort. Such 
plans usually provide for samples of pre- 
determined size and require random selec- 
tion within specified limits. The use of this 
concept is not widespread but appears to 
be gaining support among educators and 
internal audit staffs. 

The literature of statistics and mathe- 
matics provides many hypothetical cases 
which are more than adequate to prove the 
mathematics of probability. The auditor 
however, deals not with the hypothetical 
but with real records and at times finds it 
dificult to translate theoretical statistical 
concepts into specific auditing applications 
in the absence of concrete examples of suc- 
cessful use of such concepts. Research in 


the field revealed no published results of 
any tests where accounting data were sub- 
jected to critical laboratory analysis with 
the objective of evaluating the reliability 
of various types of sampling plans. A 
study was therefore undertaken under the 
guidance of Dr. Olin W. Blackett, Profes- 
sor of Business Statistics at the University 
of Michigan, for the specific purpose of de- 
veloping such information. 

The primary requirement for the under- 
taking was the selection of an actual case 
consisting of a group of accounting data as 
large as possible. The paragraphs that fol- 
low and the accompanying exhibit describe 
in some detail how the study was con- 
ducted, and present a summary of the re- 
sults. 


THE PROCEDURE FOLLOWED 


After careful consideration a case was 
selected which appeared best to fill the re- 
quirement stated above and for which the 
results of a 100 per cent audit were avail- 
able. Six samples were selected. Size and 
type were based on both the traditional 
as well as the newer statistical concepts of 
sample selection. The results of audits 
based on each of the samples drawn were 
tabulated and evaluated against the re- 
sults of the 100 per cent audit. 


THE CASE SELECTED 


The situation represented by the case 
selected might be found in almost any field 
of auditing; public, internal, or govern- 
mental. It was selected because it appeared 
reasonably representative of situations fre- 
quently encountered and because the re- 
sults of a 100 per cent audit were readily 
available. 
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EXHIBIT I 
SumMArY OF RESULTS 


‘ 
1050 Venpors’ INVOICES using 
emplo: 
Sample No. in this 
Particulars 
1 2 3 4 5 6 7 lows: 
No. of Items in Sample 1,050 36 22 110), 110 45, 45 (a) , 
No. of Errors Found 83 3 3 
Dollar Size of Sample $266 ,620 $155,225 $45,747 $21 919, $37,357 $15,497, $21,245 ! 
Dollar Error Found ,130 103 70 118°°° 21 198 
Indicated Per Cent Defective 1.9% .15% .53%> -22%° (b) 
Predicted Dollar Error $ 5,130 $ 1,760 $ 400 $ 5,7194 $14,8924 $ 4,3924 $ 4,194 t 
Units of Audit Labor 10,500 360 220 2,150 2,150 1,500 1,500 1 
Opportunities for Error per Unit 
Kudited dited 10 10 10 10 10 10 10 I 
Sampling Plans Used 100% Audit Allitemsover periods se- MIL-STD- p:—.0025 .0075 
$1,500 audited* lected—all 11 a—.05 (c) 
items over AQL .40 Specially Design 
$500 exam- Single Sampling Plan Sequential Seine Plan t 
ined. : 
Evaluation (d) 
In comparison with the results of the 100% audit 
did the sample adequately indicate: f 
Mathematical Accuracy Yes Yes Yes Yes Yes Yes 
Objectivity of the accounting process No No Yes Yes Yes Yes ¢ 
Presence of serious deficiencies No No Yes Yes Yes Yes c 
That the work-lot did or did not meet the ac- 
ceptance criteria Yes No Yes Yes Yes Yes s 
Probable dollar error No No Yes Yes Yes Yes P 
No. of Negative Answers 3 + 0 0 0 0 (e) . 
4 If all items over $1,000 had been examined, 20 additional items would have been audited, but no major error would have been discovered, u 
b One hundred and third item revealed classification error in addition to other] ess serious errors. The amount as stated, however, does noi r 
include classification error. 
© Entire lot reviewed for classification only with a resulting recovery of $4,306 of such error. t 
Predicted dollar error computed as follows: 
‘lassification error $4, 306 
+ Indicated % X$266 , 620. 
= Predicted dollar error $ For | 
® Forty-fifth item examined, revealed classification error in addition to other less serious errors found previously. The amount as stated, all sam 
however, does not include classification error. 
Thirty-first and thirty-second items revealed classification error in addition to other less serious errors previously discovered. The amount bered | 


as stated, however, does not include classification error. a } 
© Twenty-fifth item revealed classification error in addition to other less serious errors previously discovered. The amount as stated, sample 
however, does not include classification error. 


The audit was initially performed to In the case studied, classification errors audit. 
ascertain the validity of billings submitted were rather easily detected. Therefore, F Sample 


for payment under a specific contractual whenever a sample indicated misclassi- 
agreement. Any error, therefore, in excess fication of even a minor nature, the entire Sample 


of what might be considered reasonable, group was reviewed for classification only, citer’ 
was highly critical. For purposes of this and any error discovered was stated sepa of all 
study, errors were classified as follows: rately. Thus in the summary presented in or mo 

Minor: errors in footing, computations, Exhibit I, the predicted dollar error con- Sample 
etc. sists of the known classification error plus i 

Major: misclassification of cost. an application of the indicated ratio for Stand 
In this case the term misclassification is other miscellaneous errors. plan : 
applied to cost elements which are not dom. 
properly a part of the account being GRRE: OF THE AVERT Sample 
audited. Sufficient information concerning Since every audit has a specific purpose, prod 
the accounting system and system of in- certain pre-determined objectives were es produ 


ternal control was available so that the tablished prior to inception of the 100 per § Sample 
prescribed content of the account being cent audit. These same objectives, as well criteri 
audited could be established. as others specifically applicable when > te 
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using selective sampling techniques, were 
employed in evaluating the samples drawn 
in this study and are summarized as fol- 


lows: 

(a) The audit should determine whether or not 
the data being audited consist of mathe- 
matically correct computations. 

(b) The audit should provide reliable informa- 
tion which will provide a basis for deter- 
mining whether or not the accounting data 
presented are the result of objective ac- 
counting practices and procedures. 

(c) The audit should highlight unusual situa- 
tions so that further investigation may be 
made if considered desirable. 

(d) The sample selected should provide suf- 

ficient information concerning the degree 
of error present so that the auditor may 
determine whether or not the data meet 
some predetermined criteria for accept- 
ance. 
The sample should provide if possible, 
information which will permit an adjust- 
ment for evident error without resorting 
to a 100 per cent audit. 


THE SAMPLES SELECTED 


For ease in discussion and presentation, 
all samples selected and studied were num- 
bered 1 through 7. A description of each 
sample used is presented below. 


Sample (1) represents the results of a 100 per cent 
audit. 

Sample (2) represents a selective test where the 
criterion for sample selection is the examination 
of all items over a specified dollar amount. 

Sample (3) represents a selective test where the 
criterion for sample selection is the examination 
of all items over a specified dollar amount in one 
or more periods, 

Sample (4) represents a selective test where the 
criterion for sample size and selection is a 
scientifically designed sampling plan. Military 
Standard 105A was used for selecting a suitable 
~ and the sample itself was drawn at ran- 

om. 

Sample (5) represents a sample selected under the 
same criterion as used in sample (4) except that 
sample (5) was selected in such a way as to 
produce a representative random sample. 

Sample (6) represents a selective test where the 
ctiteria for sample selection and size are based 
upon the sequential method of sampling. The 
plan that was used was developed from data 
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contained in SRG Report 250. Sample size was 
calculated in terms of opportunities for error 
rather than upon the number of vouchers that 
were examined. Selections were made at ran- 
dom. 

Sample (7) represents the results of a selective 
test where the criterion for selection is the same 
as in sample (6) except that the selection in 
sample (7) was made to produce a representa- 
tive random sample. 


The typical sample which is drawn un- 
der the criterion that requires a stated per- 
centage of a given group to be examined 
was deliberately excluded, since it is hardly 
a disputed fact to-day that such samples 
generally provide an unsatisfactory de- 
gree of protection. Use of this procedure 
tends toward excessive sampling of large 
groups and inadequate sampling of smaller 
ones for any stated degree of protection. 

Since it is the purpose of this effort to 
present only the results of the study, there 
will be no further discussion of the various 
statistical concepts involved. Each is well 
described and documented in the publi- 
cations to which reference is made. One 
rather new concept however, not discussed 
in any statistical or accounting text that 
the writer has reviewed, does merit recog- 
nition and comment. This is the concept 
of using opportunities for error in sample 
selection rather than the absolute number 
of items actually examined. This concept 
was introduced to auditing situations by 
Dr. Blackett of the University of Michi- 
gan. It has as its foundation the idea that 
an accounting system is a controlled proc- 
ess. As long as the data entering that 
process are accurate, and all operations 
are accurately performed in accordance 
with an approved and predetermined pat- 
tern, the result can be nothing but accept- 
able. Within that process, however, there 
exist infinite (or reasonably so) oppor- 
tunities for error. The general objective of 
the audit is to determine on a selective 
basis, how many errors might exist, and 
what dollar value might be assigned to 
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them. Thus, in auditing accounts payable 
vouchers to a standard that recognizes 10 
possibilities for error for each voucher, we 
really have 10 opportunities for error for 
each voucher fully processed. 

As a direct consequence of using the 
concept of “opportunities for error” the 
study presented the necessity for develop- 
ing a suitable method for comparing the 
relative amount of audit labor required 
under the various sampling plans. After 
some study it was decided to use units of 
audit labor, each unit being equivalent to 
one step in the audit procedure. Thus, if a 
particular audit program recognizes that 
a vendor’s invoice can be defective in 10 
different ways, 10 units of audit labor are 
required to complete the audit of one in- 
voice. If each invoice were to be reviewed 
for only one element included in the audit 
program, only one unit of audit labor per 
invoice would be considered necessary for 
completing the audit. 


CRITERIA FOR ACCEPTANCE 


While it is generally recognized that ac- 
countants do not ordinarily establish cri- 
teria for acceptance prior to the inception 
of an audit, it was nevertheless decided to 
incorporate this concept into the study. In 
reality it is a practical application of the 
concept of materiality, and under given 
circumstances offers an opportunity for 
reaching a decision much sooner than 
would otherwise be the case. The criterion 
for acceptance does not imply “accept- 
ance” or “rejection” at a specific point. 
Rather it designates a definite point at 
which some decision must be reached. In 
auditing situations the decision might be 
one or more of the following: 


(a) Expand or perform a 100 per cent audit. 

(b) Expand the audit only for specific classes 
of deficiencies noted in the sample. 

(c) Conclude that the error indicated by the 
sample is not material and, therefore, ac- 
cept the data as presented. 

(d) Conclude that an adjustment can be made 
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based on the selective test without rm 
sorting to an expanded or complete audit, 


In selecting the criteria for acceptance 
the amount of acceptable error was de. 
termined by calculating the cost of a com. 
plete audit and then setting the maximum 
amount of error that would be acceptable 
before resorting to a 100 per cent audit, 
The decision was reached as follows: 


Total value of data to be examined $266,620 
Number of vendors’ invoices 1,050 
Average number of vendors’ invoices that 

can be fully audited in one hour 6 
Hours required for 100% audit 175 


Estimated cost to perform 100% audit $ 70 


Acceptance criteria established 5% 
Acceptance criteria in terms of acceptable 
dollar error 1,333 


If a relatively small selective sample would § 


indicate a probable error of $1,333, it would 
not appear economically prudent to ex. 
pend $700 for a full audit, as the net re 
turn in the invested labor would be only 
$633. If the test indicated substantially 
less than $1,333 error, then a full audit 
would be even more impractical. If, how- 
ever, the sample should indicate probable 
error of say $5,000, it might be prudent to 
expend the additional cost and effort fora 
100 per cent audit. Perhaps such a practi- 
cal approach may be questioned, but it 
appeared to offer the best solution under 
the circumstances. It is not to be inferred 
from the foregoing discussion that this ap- 


proach is recommended in all or even 4} 
majority of auditing situations. It ap § 


peared reasonable in the case studied but 
in the long run the criteria for acceptance 
must be set after giving consideration to 
the special circumstances surrounding eaci 
audit. It is recognized that in many it- 
stances the cost of the 100 per cent audit 
alone cannot be the standard used fo 
reaching a decision concerning the extetl 
or scope of an audit. 
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RESULTS OF THE STUDY 


Exhibit I presents the results of the 
study as well as other pertinent data of 
interest. Results were evaluated by the 
number of deviations from the known con- 
dition indicated by the various samples 
studied. Since Sample (1) represents the 
results of a 100 per cent audit, the known 
condition, it was readily possible through 
aseries of “yes” and “no” questions to de- 
termine the relative reliability of the 
samples studied. A review indicates that 
the following general observations can be 


made. 


(a) Sample (2) and (3) proved to be the least 


reliable. 


(b) Samples (4), (5), (6), and (7) proved to be 


more reliable. Since these samples were 
drawn at random, some of their success or 
failure may be attributed to chance. 
Because of the way in which samples (2) 
and (3) are drawn, their lack of reliability 
cannot be explained by or attributed to 
chance. The subjective judgment of the 
person making the selection governs the 
composition of the sample to such an ex- 
tent that the laws of chance do not have 
an opportunity to operate. Since large 
segments are arbitrarily excluded from the 
sample, the conclusions reached are not 
necessarily valid for the entire work-lot. 


(d) The sampling plans based upon sequential 


sampling procedure appear to offer ade- 
quate protection for the effort involved. 


(e) The premise that opportunities for error 


(f) Little validity can be assigned to the 


rather than absolute numbers of items 
audited can be used in determining sample 
size appears valid. 
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premise that because a substantial dollar 
amount of the work-lot has been audited, 
a valid conclusion can be reached concern- 
ing the quality of the entire work-lot. 


(g) For the protection given, the statistical 
sampling plans appear to require less audit 
effort. 


(h) The sequential sampling plans, when used 
in connection with the concept of “oppor- 
tunities for error,” appear to offer promise 
in audit assignments where the concept 
of the controlled process is used, that is, 
where a plan of internal control has been 
previously reviewed and accepted and the 
audit is being performed primarily to as- 
sure adherence to the plan. 


While the information developed in a 
single case study cannot lead to positive 
conclusions, it is apparent from this study 
and other contemporary contributions, 
that the possibility of using statistical 
sampling techniques in: auditing, is within 
the realm of practicability and at least 
partially out of the “study” stage. Only 
through use will the method be improved, 
adapted, and quite possibly drastically re- 
designed. While care must be exercised in 
the use of any technique new to the pro- 
fession, over-cautiousness becomes a de- 
terrent to progress. It is, however, not the 
purpose of this effort to propose or oppose 
methods currently being used or those 
proposed for future use. The results are 
presented as a starting point for those who 
may have sufficient curiosity to attempt 
the improvement of old methods or the 
conception of new ones. 
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THE EFFECT OF INFLATION ON THE 
COMPUTATION OF INCOME 
OF PUBLIC UTILITIES’ 


HAROLD BIERMAN, JR. 
Assistant Professor, University of Chicago 


HE MEASUREMENT of corporate in- 
| come during periods of severe fluc- 
tuations in the general price level 
has been a pertinent issue in accounting 
circles for the past thirty years. The in- 
flation after World War I, the deflation 
and depression of the thirties, and the in- 
flationary aftermath of World War II 
have made thoughtful accountants re- 
consider the accounting assumption of a 
stable monetary unit. 

The lack of interest on the part of busi- 
ness men in general has strengthened the 
position of those who oppose the issuance 
of financial statements which report ad- 
justments to reflect changes in the price 
level. There is a reasonably good explana- 
tion for this apathy. Corporate manage- 
ments, by and large, have justification for 
believing that their companies have been 
prosperous in recent years, and they claim 
that they do recognize the effects of in- 
flation when specific problems arise. The 
magical process by which they can sys- 
tematically do this without actually com- 
puting the adjustments involved has never 
been explained. 

The evils of inflation are well known and 
need not be repeated here. However, it is 
important to remember that the hardships 
resulting from inflation are not spread 
evenly throughout the economy. During 
the post World War II period, the general 
increase in the price level was accompanied 
by a general increase in corporate rev- 
enues. Even though a portion of the re- 


* This paper is based on a Ph.D. dissertation written 
at the University of Michigan. 


sulting profit was created by the infl. 
tionary process and was therefore ficti- 
tious, a substantial percentage of the re. 
ported profit in most industries was real. 
However, there was a large number of 
corporations which could not change their 
prices in response to increased demand, 
notably the public utility industry. Thus, 
the real profits of utilities tend to be de- 
creased by the inflation because the value 
of their relatively fixed dollar income de- 
creases, and because rate commissions ig- 
nore inflation in computing depreciation, 
This problem has been confused by higher 
total dollar income for the industry. Hov- 
ever, this has resulted from expanded 
operations. The decreases in real income 
have been hidden because of accounting 
procedures which fail to adjust deprecia- 
tion for the change in the value of the dol- 
lar and which fail to convert incomes o 
different years into common dollars. This 
study attempts to measure the amount of | 
the overstatement of income for the elec- | 
tric utility industry as a whole, and for } 
fourteen individual companies. In adéi- 
tion, annual income figures are converted 
into common dollars. 

A number of assumptions have been 
made in this study. In each case an at- 
tempt was made to choose that assumption 
which would err on the side of minimizing f 
the understatement of depreciation. 


THE ELECTRIC UTILITY INDUSTRY 
1940-1952 


The composite income statements and 
balance sheets for the electric utility i 
dustry were obtained from the publica 
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tions of the Federal Power Commission.! 
The study includes Class A and Class B 
companies which comprise approximately 
98 per cent of the privately owned electric 
light and power industry.” 

Expenditures on capital assets for the 
years 1929-1952 were obtained from data 
gathered by the Edison Electric Institute 
and cover investor-owned electric utilities.* 

A separation between purchases of con- 
struction and durable equipment could 
not be made from the available statistics 
and consequently only one general price 
index, the Wholesale Price Index of the 
Bureau of Labor Statistics, was used to 
adjust fixed asset acquisitions. The Whole- 
sale Price Index has risen a smaller per- 
centage than the various construction in- 
dexes, thus the resulting depreciation ad- 
justment is less than that which might be 
computed using specific indexes for con- 
struction and durable equipment acquisi- 
tions. 

The year of origin of the plant is not re- 
ported, but the annual expenditures of 
investor-owned electric utilities are known. 
By use of the capital asset expenditures 
since 1925, an estimate can be made of the 
year of origin of the plant being used in 
each year. In order to adjust for retire- 
ments, the assumption was made that the 
plant purchased first wears out first. This 
FIFO assumption is not completely realis- 
tic. To the extent that it is incorrect, the 
error will be in the direction of under- 
stating the adjustment to depreciation, 
since this procedure assumes that more of 
the plant built under lower price levels of 
former years has been retired than is pos- 
sibly the case. 


, ' Federal Power Commission, Statistics of Electric 
Utilities in the United States—1952 (Washington: Fed- 
eral Power Commission, 1952), p. xvi. 

* Ibid., p. ix. 
* Edison Electric Institute, Statistical Bulletin, Year 
— (New York: Edison Electric Institute, 1952), 
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Adjustments to depreciation 

After the plant is converted into com- 
mon dollars, it is necessary to find the ad- 
justed depreciation charge. First the ratio 
of book depreciation to book plant for 
each year from 1940 to 1952 was found. 
The percentages were then applied to the 
adjusted plant of each year to find the ad- 
justed depreciation. Table 1 shows that 
the adjustment to depreciation has been at 
least 47 per cent of the unadjusted de- 
preciation change in each year since 1946. 


TABLE 1 
Aut Etecrric UTILITIES 
(Money Figures in Millions) 


Deprecia- Adjust 
tion Adjust- ment to 
Recorded Adjusted meniio Deprecia- 
Year Deprecia~- Using ODeprecia~ tionasa 
tion* Wholesale tion Per Centof 
Price eprecia- 
Index tion Charge 
1952 562 837 275 48.9% 
1951 526 837 311 59.1 
1950 483 717 234 48.4 
1949 432 638 206 47.7 
1948 403 652 249 61.8 
1947 376 587 211 56.1 
1946 360 472 112 31.1 
1945 359 415 56 15.6 
1944 360 409 49 13.6 
1943 345 389 Ay 12.8 
1942 329 356 27 (8.2) 
1941 314 302 (12) (3.8) 
1940 294 253 (41) (13.9) 


* Federal Power Commission, of. cit., p. xvi. 


Over-statement of income 

The reported income to stockholders for 
all the privately owned electric utilities 
for the year 1952 was $947 million. Ac- 
cording to the above calculations, the 
understatement to depreciation (and 
overstatement to earnings) for 1952 was 
$275 million. 


Common dollar income 


In order to compare the incomes of suc- 
cessive years, it is necessary to convert the 
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incomes into common dollars. The pro- 
cedure followed in this study was to use 
the Wholesale Price Index to convert the 
incomes into 1952 dollars. Inspection of the 
last column of Table 2 shows that the real 
incomes of electric utilities have decreased 
since 1940. The 1940 adjusted income in 
1952 dollars would be $1,287 million. This 
is approximately twice the 1952 adjusted 
income of $672 million. Yet in terms of re- 
ported income, 1952 was the best year of 
the period. 
TABLE 2 


Att Etecrric UTILITIES 


ApJUSTMENT OF INcoME USING THE WHOLESALE 
Price INDEX 


(Money Figures in Millions) 


Unad- 
justed 
Income 
to Stock- 
holders* 


Unad- 
justed 
Income 
in 1952 
Dollars 


Deprecia- 

tion Ad- 

justment 
in 1952 
Dollars 


Adjusted 
Income 
in 1952 
Dollars 


947 947 
814 
822 


757 
657 
642 


* Federal Power Commission, op. cit., p. xvi. 


The above computations are, of course, 
subject to a degree of error. Among the 
factors which give rise to this margin of 
error are: 


1. The FIFO assumption as to the retirement 
of plant assets. 

2. The inclusion of land both in the total plant 
figures and in the plant expenditures. This 
is not theoretically sound, but the amounts 
are not significant. 

. Comparability of reported data. The infor- 
mation reported by the Federal Power Com- 
mission is not perfectly comparable from 
year to year because the firms which are 


surveyed change as their size changes. This 
factor should not introduce significant 
distortion. 


STUDY OF FOURTEEN PUBLIC UTILITIES 


The information reported above relates 
to the electrical industry as a whole. This 
method has certain defects, consequently 
a study was made of fourteen individual 
public utilities of varying sizes. 

The procedure followed was to send a 
questionnaire and directions to selected 
public utilities. The questionnaire was de- 
signed to give the companies a choice of 
two basic procedures. The preferred pro- 
cedure could be used only if the company 
knew the year of origin of its depreciable 
plant for each year from 1940 to 1953. The 
alternative procedure required knowledge 
only of annual investment expenditures. 
As in the study of the electrical industry, a 
first-in, first-out order of retirement of de- 
preciable assets was assumed. 

The adjusted depreciation was com- 
puted by using one over-all rate of de- 
preciation for the entire depreciable plant. 
A more exact procedure was used for The 
Peoples Gas Light and Coke Company 
and Michign Bell Telephone Company. 

The study of the individual companies 
confirmed the conclusions indicated above 
in the study of the electrical industry. 
Table 3 shows that the adjustment to in- 
come as a percentage of the adjusted in- 
come, ranged from 3.8 per cent to 50.1 per 
cent. The reported incomes of half the 
utilities which were studied exceeded the 
adjusted incomes by at least one-fourth in 
the year 1953. 

Table 4 compares the operating results 
of the years 1940 and 1953. The u- 
adjusted incomes for 1953 are all higher 
than the incomes of 1940. The adjusted 
incomes, converted into common dollars, 
indicate that only two of the companies 
are earning more real dollars in 1953 than 
in 1940. Even in the case of these two 
companies, the adjusted income figures 


justm 
precia 
staten 
know 


Bangor 
- Carolina 
Clevela: 
“General 
General 
Kentuc 
Michiga 
The Na: 
The Pe 
The Pec 
| 
Wiscons 
X Powe 
1952 275 672 indica 
1951 P| 302 489 less t 
1950 253 636 
incom 
1949 | 852 232 620 4 Ta 
1948 702 266 436 
1947 743 244 499 
1946 638 905 159 746 
1945 534 866 91 775 
1944 507 837 81 756 
. 1943 502 836 73 763 
1942 490 852 47 805 
1941 527 1,036 (24) 1,060 
1940 548 1,197 (90) 1,287 
Carel 
Clevels 
Genera 
Genera 
Kentuc 
Michig 
The 
New Je 
The Pe 
Southe 
Utah F 
Wiscon 
XPoy 


Effect of Inflation on Utilities 


TABLE 3 


Stupy oF FourTEEN Pusuic UTILITIES 
ADJUSTMENT OF THE 1953 INCOMES 


(Money Figures in Thousands) 

Adjustment 

Adjustment Adjus to Income 

el 53 to Income for as Per Cent 

Depreciation 1953 of Adjusted 

Income 
/Rangor Hydro-Electric Company 1,228 313 915 34.2% 

Carolina Telephone and Telegraph Company 2,431 90 2,341 3.8 
Cleveland Electric Illuminating Company 16,897 3,589 13,308 30.0 
“General Telephone Company of Indiana ,365 155 1,210 12.8 
General Telephone Company of Pennsylvania 1,835 165 1,670 9.9 
Kentucky Utilities Company 6,801 1,362 5,439 25.0 
Michigan Bell Telephone Company 24,159 8,062 16,097 50.1 
The Narragansett Electric Company 4,760 1,256 3,504 35.8 
New Jersey Power and Light Company 2,105 367 1,738 21.1 
/The Peoples Gas Light and Coke Company ,906 2,016 6,890 29.3 
Southern California Edison Company 29,800 5,800 24,000 24.2 
Utah Power and Light Company 7,033 885 6,148 14.4 
" Wisconsin Public Service Corporation 5,767 1,162 4,605 25.2 
X Power Company! 31,033 5,695 25 ,338 22.5 


1 This company requested that its name not be used. 


indicate that the real increase was much 
less than that indicated by the unadjusted 
income figures. 

Table 5 shows that the depreciation ad- 
justment is not proportional to the de- 
preciation charge. To compute the over- 
statement of income, it is necessary to 
know when the depreciable assets were 


purchased. The computation cannot be 
made by using a conventional balance 
sheet and income statement. 


COMPARISON OF PUBLIC UTILITIES 
AND OTHER INDUSTRIES 


The effect of inflation on the measure- 
ment of income, and the overstatement 


TABLE 4 


Stupy oF FourTEEN Pustic UTILITIES 
COMPARISON OF THE 1940 anp 1953 INcomMES 


Adjusted Income for 


Unadjusted Income 1953 as Per Cent of 


for 1953 as Per Cent the Adjusted Income 
of 1940 Income for 1940 Converted 
into 1953 Dollars 

Bangor Hydro-Electric Company 119.3% 40.9% 
Carolina Telephone and Telegraph Company 623.2 273.6 
Cleveland Electric Illuminating Company 172.6 60.4 
General Telephone Company of Indiana 253.3 95.4 
General Telephone Company of Pennsylvania 277.1 114.9 
Kentucky Utilities Company 211.3 79.2 
Michigan Bell Telephone Company 204.7 59.8 
The Narragansett Electric Company 142.0 70.9 
New Jersey Power and Light Company 115.1 41.8 
The Peoples Gas Light and Coke Company 174.5 63.7 
Southern California Edison Company 156.8 56 
Utah Power and Light Company 147.4 57 


Wisconsin Public Service Corporation 
X Power Company 


261 
is 
es 
is 
ly 
al 
a 
ed 
le- 
of 
0- 
le 
he 
ge 
le- 
Je- 
nt. 
Lies 
we 
per 
the 
the 
in | 
Its i! 
un- § 
her 
ted 
ars, 
ies 
an 
wo 186.2 65.9 
197.1 72.2 
res 


The Accounting Review 


TABLE 5 


Stupy OF FourTEEN Pusiic UTILITIES 
Tue ADJUSTMENT TO DEPRECIATION AS A PERCENTAGE OF THE DEPRECIATION CHARGE 
(Money Figures in Thousands) 


Adjustment to 
Depreciation Adjustment Depreciation as 
Charge for the to Per Cent of the 
Year 1953 Depreciation Depreciation 
Charge 
Bangor Hydro-Electric Company 611 313 51.2% 
Carolina Telephone and Telegraph Company 1,623 90 §.5 
Cleveland Electric Illuminating Company 8,509 3,589 42.2 
General Telephone Company of Indiana 904 155 $7.3 
General Telephone Company of Pennsylvania 1,141 165 14.5 
Kentucky Utilities Company 3,061 1,362 44.5 
Michigan Bell Telephone Company 18 ,494 8,062 43.6 
The Narragansett Electric Company 2,473 1,256 50.8 
New Jersey Power and Light Company ,004 367 36.6 
The Peoples Gas Light and Coke Company 4,034 2,016 50.0 
Southern California Edison Company 14,900 5,800 38.9 
Utah Power and Light Company 1,802 885 49.1 
Wisconsin Public Service Corporation 2,623 1,162 44.3 
X Power Company 13,650 5,695 41.7 


of income resulting from an understate- 
ment of depreciation, differs widely among 
industries. Wide differences in the propor- 
tion of depreciable assets to total assets, 
differences in the rate of depreciation, and 
pricing characteristics of the industry, 
are some of the factors involved. 

The assets of public utilities in the ag- 
gregate in the year 1950 were made up of 
71.8 per cent of capital assets. In contrast, 
only 31.3 per cent of the assets of manu- 
facturing firms were capital assets. The 
depreciation of all manufacturing firms 
for 1950 was $3.4 billion and 26.1 per cent 


of the income to stockholders. The de- 
preciation of the public utilities was $2.0 
billion and 77.5 per cent of the reported 
income to stockholders. If less prosperous 
years than 1950 were chosen, these per- 
centages would be higher, but their rela- 
tive magnitude would be approximately 
the same.‘ Depreciation has a tremendous 
impact on the reporting of public utility 
income. The annual reports of all public 
utilities should show clearly the effect of 
inflation on the computation of income. 

"4 Statistics in this section were based on information 


obtained from the Statistics of Income for 1950, Park 2, 
of the Internal Revenue Service. 
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THE BAD DEBT DEDUCTION OF 


SAVINGS AND LOAN 
ASSOCIATIONS 


CHARLES H. SPENCER 
Assistant Professor, Indiana University 


deducting the bad debts of savings 

and loan associations is different 
from that provided for other taxpayers.’ 
For that reason, the implications of this 
provision should be of interest, not only 
to tax accountants, but to other account- 
ants as well. 

In making mortgage loans, savings and 
loan associations are regularly engaged in 
transactions in which long term credit is 
extended. Some losses are to be expected, 
and the usual accounting treatment re- 
quires the creation of a reserve for bad 
debts, which is designed to permit charg- 
ing the loss against the period the opera- 
tions of which caused the loss. Since the 
amount of loss cannot be known with 
fnality until later periods, accounting 
practice requires the exercise of judgment 
in making an estimate of what the prob- 
able loss will be. This judgment is based, 
for accounting purposes, upon a considera- 
tion of the assets at risk, multiplied by the 
risk factor. 


Te Federal income tax provision for 


CODE PROVISIONS FOR BAD DEBT 
DEDUCTION OF ASSOCIATIONS 


For Federal income tax purposes, how- 
ever, the amount of the bad debt deduc- 
tion is related, under conditions currently 
obtaining for most associations, not to the 
assets risked, but rather to the total of in- 
vestors’ savings held by the individual as- 


' The Internal Revenue Code provisions for bad debt 
deductions by savings and loan associations, Secs. 166 
and 593, also apply to mutual savings banks. While 
many points of the analysis are equally pertinent for the 
mutual savings banks, only savings and loan associa- 


tions are considered in this paper. 
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sociations. An ‘examination of Secs. 166 
and 593 of the Internal Revenue Code of 
1954 indicates, in part, how this result is 
brought about. 

Sec. 166 contains the basic provisions 
permitting taxpayers to take deductions 
for bad debts. Sec. 166(a) permits the de- 
duction of specific debts becoming worth- 
less during the taxable year, while Sec. 
166(c) permits the use of the reserve 
method of accounting for bad debts by al- 
lowing the deduction of a reasonable ad- 
dition to a bad debt reserve. 

Any association may elect to use the 
specific write-off method of accounting for 
bad debts for tax purposes, as set forth in 
Sec. 166(a). From the point of view of the 
associations, however, the use of this 
method is undesirable, for several reasons. 
In the first place, associations are usually 
required by law to set aside bad debt re- 
serves; hence, their use of the specific 
write-off method for tax purposes would 
entail needless duplication of records. 
Again, if such method is used, proof—often 
difficult to obtain—must be furnished that 
the debts became worthless, either in 
whole or in part, during the taxable year. 
Finally, use of the specific write-off meth- 
od tends to place the lesser deductions in 
more prosperous years, and the greater de- 
ductions in less profitable years, a pro- 
cedure which tends to yield less beneficial 
results, taxwise, than the deductions 
would otherwise provide. It therefore fol- 
lows that most associations will probably 
deduct their allowances for bad debts 
under Sec. 166(c). 

Sec. 593 explains how savings and loan 
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associations shall apply the reserve meth- 
od of Sec. 166(c). Since Sec. 593 is the key 
to the entire situation, it is quoted in full: 


SEC. 593. ADDITIONS TO RESERVE 
FOR BAD DEBTS 


In the case of a mutual savings bank not 
having capital stock represented by shares, a 
domestic building and loan association, and a 
cooperative bank without capital stock organized 
and operated for mutual purposes and without 
profit, the reasonable addition to a reserve for bad 
debts under section 166(c) shall be determined 
with due regard to the amount of the taxpayer’s 
surplus or bad debt reserves existing at the close 
of December 31, 1951. In the case of a taxpayer 
described in the preceding sentence, the reason- 
able addition to a reserve for bad debts for any 
taxable year shall in no case be less than the 
amount determined by the taxpayer as the reason- 
able addition for such year; except that the 
amount determined by the taxpayer under this 
sentence shall not be greater than the lesser of— 

(1) the amount of its taxable income for the 
taxable year, computed without regard to this 
section, or 

(2) the amount by which 12 per cent of the 
total deposits or withdrawable accounts of its 
depositors at the close of such year exceeds the 
sum of its surplus, undivided profits, and reserves 
at the beginning of the taxable year. 


In effect, Sec. 593 divides the associa- 
tions using the reserve method into two 
categories: (1) those associations whose 
“surplus, undivided profits, and reserves” 
are 12 per cent or more of “total deposits 
or withdrawable accounts;” and (2) those 
associations whose “surplus, undivided 
profits, and reserves” are less than 12 per 
cent of their “total deposits or withdraw- 
able accounts.’”* Having distinguished 
these two categories, Sec. 593 interprets 
for the latter group of associations how 
they may apply the test of reasonableness 
required by Sec. 166(c). Finally, Sec. 593 
recognizes the absence of a layer of owner 


2 In the terminology of the savings and loan indus- 
try, ‘‘surplus, undivided profits, and reserves” are 
usually called “reserves,” while ‘total deposits or with- 
drawable accounts” are usually simplified into some 
such term as “‘savings capital,” ‘“‘savings liability,’ or 
“share capital.” The trade usage will be followed in this 


paper. 


equity in the associations by counting all 
accounts on the right side of the balance 
sheet, other than liability accounts, as 
available for the absorption of losses. 

In determining their bad debt deduction 
for tax purposes, associations with 12 per 
cent or more reserves cannot apply Sec. 
593. Instead, they may take a deduction 
for a “reasonable” addition to a reserve 
for bad debts.* The test of reasonableness 
for the bad debt deductions taken by these 
associations is the same as for other non- 
bank taxpayers.’ 

As is shown below, few associations are 
in the 12 per cent category and, under con- 
ditions currently prevailing, few can add 
sufficiently to their reserves to attain this 
classification. The tabulation given at the 
top of the following page shows several 
facts concerning the savings and loan 
business which are pertinent to this dis- 
cussion. 

The table discloses that the savings and 
loan business has been growing quite 
rapidly during the last five years, and that 
reserves as a percentage of savings capital 
have been decreasing, although the as- 
sociations have been accumulating addi- 
tional reserves, dollar-wise, at a steady 
pace. The average reserves of the industry 
are considerably short of the 12 per cent 
demarcation point. While complete data 
as to the number of associations possessing 
reserves of less than 12 per cent, and the 
number possessing reserves of 12 per cent 
or more, is unavailable, unpublished data 
of the Federal Home Loan Bank of Indian- 
apolis for its member associations discloses 
the following for the 6th Home Loan Bank 
District, comprising the states of Indiana 
and Michigan: 


Regulations 118, Sec. 39.23(k) (5) (b) (4). 

* Rev. Rul. 54-148 expressly prohibits savings and 
loan associations from using either the moving average 
experience factor or the alternative average experience 
factor permitted the commercial banks in computing 
their deductions for reasonable additions to bad debt 
reserves. C.B. 1954-1, 61. 
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SELECTED BALANCE SHEET DATA 
Att SAVINGS AND Loan AssoctaTions® 


(000 ,000 omitted) 
Reserves and 
Reserves and 
Number of Undivided Profits 
December 31 Assiabiiiene Total Assets Savings Capital U Prats as Per Cent of 
Savings Capital 
1950 5,992 $16,846 $13,978 $1,279 9.15% 
1951 5,995 19,164 16,073 1,453 9.05 
1952 6,004 22,585 19,143 1,656 8.65 
1953 6,010 26,726 22,823 1,905 8.35 
1954” 6,030 31,680 27,259 2,198 8.06 


P Preliminary. 


MEMBER ASSOCIATIONS 
FEDERAL Home LOAN BANK OF INDIANAPOLIS® 


Per Cent of 


Total Members 


Total with Reserves 

Year Members of 12 Per Cent 
or Higher Higher 

1951 221 ds 19.5% 

1952 224 31 13.8 

1953 227 24 10.6 

1954 230 20 8.7 


To sum up at this point, Sec. 593 pro- 
vides, in effect, that the Commissioner of 
Internal Revenue is compelled to allow 
the savings and loan association any 
amount the association may determine as 
a “reasonable” deduction for additions to 
a reserve for bad debts, so long as that 
amount does not bring the total reserves 
of the association to more than 12 per cent 
of savings liability. Furthermore, statisti- 
cal information indicates that the great 
majority of all associations take advantage 
of Sec. 593. 

In subjecting the associations to income 
taxation, in principle, in 1951, Congress 
appears to have made a sympathetic ef- 

5 Data for 1950-1953, inclusive, are derived from 
Source Book, Savings and Home Financing, 1954, Home 
Loan Bank Board, Washington, D. C. Data for 1954 are 


based on preliminary data compiled by Home Loan 
Bank Board. 

* Unpublished reports: Member Savings and Loan 
Associations, Federal Home Loan Bank of Indianapolis. 
Figures taken from annual reports of member associa- 
tions (Federal associations and Indiana state-chartered 
associations as of 12/31/51, 12/31/52, 12/31/53, and 
12/31/54; Michigan state-chartered as of 6/30/51, 
6/30/52, 6/30/53, and 6/30/54. 


fort to protect the savings and loan busi- 
ness in the efficient performance of its 
functions, as well as to have reaffirmed 
the tax principle that organizations with 
special tax problems should be given 
special tax consideration. A major part of 
this consideration, for the associations, 
took the form of the favorable definition of 
reasonableness of the deduction for prob- 
able losses on bad debts. 

Since Sec. 593 embodies so clear a de- 
parture from accepted accounting prin- 
ciples and from previous income tax law, 
it should prove profitable to both account- 
ants and savings and loan officials to ex- 
amine carefully the implications and pos- 
sible effects of this section. 


POSSIBLE EFFECTS OF SEC. 593 


The basic objective of the Congress in 
adopting Sec. 593 appears to have been to 
protect the solvency of the associations in 
times of economic stress. Though the mo- 
tive behind the adoption of the section 
may be regarded as an attempt to protect 
the associations, it appears possible that 
this reserve provision may have certain 
unfortunate results, both for the associa- 
tions and for the public. This special pro- 
vision contains certain inherent dangers 
for the financial well-being of the savings 
and loan business. 

On the one hand it may appear, to the 
associations’ competitors and to certain 
segments of the general public, that the 
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12 per cent provision is a very flexible tool 
by which the savings and loan associations 
may avoid tax liability entirely of their 
own volition. This implies, for their op- 
ponents and for many tax theorists, a 
serious weakness in the tax. One of the 
commonly accepted principles of taxation 
is that the burden should be independent 
of choices made by the taxpayer.’ Appar- 
ently the associations may, through the 
exercise of choices regarding amounts to 
add to bad debt reserves (as well as 
amounts paid in dividends to savers), de- 
termine exactly how much or how little 
tax they shall pay. When the application 
of the reserve and dividend deductions 
permitted under the Code results in no tax 
liability, it becomes apparent that strong 
and convincing argument is required to 
defend those deductions. 

The competitors of the associations may 
also object to what might be called a 
“built-in growth factor” in the reserve 
and dividend provisions. The following il- 
lustration shows how this factor may oper- 
ate. 

Assume that at the end of 1954 an as- 
sociation paying a 2.5 per cent annual 
dividend presents the following balance 
sheet (A): 


For the sake of simplicity, the association’s 
savings accounts are assumed to remain 
constant over the entire year 1955. It is 
also assumed that the association has no 
non-taxable income and has made no 
charitable contributions in 1955. If the 
association’s earning ratio on total assets 
is assumed to be 4.8 per cent, and its ratio 
of operating expense to assets is assumed 
to be 1.5 per cent, its balance sheet at the 
end of 1955 before any distribution of 
profits would appear as given below, (B). 
The important point of the above illustra- 
tion is that little or no deduction would be 
available to the association in 1955 for 
additions to bad debt reserves. This is be- 
cause the association’s total reserves and 
undivided profits at the beginning of the 
year exceeded 12 per cent of its savings 
capital at the year-end ($17,800,000) by 
$64,000. With $445,000 paid out in tax 
deductible dividends, the 1955 tax on the 
undistributed $215,000 would be $106,300. 
Of course, this association could avoid in- 
come taxes completely by distributing the 
entire $660,000 in dividends. However, 
under conditions now prevailing in the 


7 William Vickrey, Agenda for Progressive Taxation. 
(New York: The Ronald Press Company, 1947), page v 


BALANCE SHEET (A) 
DECEMBER 31, 1954 


Assets Liabilities 
Reserves and undivided profits... .. . 2,200, 
$20,000 ,000 $20,000,000 
BALANCE SHEET (B) 
DeEcEMBER 31, 1955 
Assets Liabilities 
Reserves and undivided profits... .. . 2,200,000 
445 ,000* 
Provision for income taxes.......... 106,300 
Undivided accumulation............ 108 , 700 
$20, 660,000 $20 , 660,000 


* The industry typically distributes dividends on a semi-annual basis; here, however, annual distribution is 


assumed for sake of simplicity. 
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industry, such action is probably unneces- 
sary. 

Let us assume that the association an- 
nounces an increase of one-half per cent in 
its dividend rate early in 1955, and that 
by this action it attracts $2,000,000 in 
new savings ratably over the year.® Its 
balance sheet at the end of 1955, assuming 
the same income and expense ratios as be- 
fore and the use of the new capital for one- 
half year, would appear as follows: 


immediate contribution to the reserves. 
Since only the savings element in the ratio 
is increased, the net effect is to decrease 
the percentage of reserves to savings capi- 
tal. 

It should be pointed out, however, that 
the operation illustrated above involves 
what might be considered a sizeable dilu- 
tion of the reserve ratio, with certain un- 
desirable secondary effects possibly re- 
sulting from it. 


BALANCE SHEET 
DeEcEMBER 31, 1955 


Assets 

2,000 ,000 
Current earnings accretion............ 683 , 000" 
$22 ,683 ,000 

$20,000,000 4.8% = $ 960,000 
2,000,000 2.4% = 48 ,000 
Total income...... .. § 1,048,000 
$20,000 1.5%= 300 ,000 
2,000,000X .75% 15,000 


The entire undivided accumulation after 
dividends, $89,000, would be deductible 
as an addition to bad debt reserves since, 
if savings increased $2,000,000 before 
December 31, 1955, the reserves and un- 
divided profits could be built up to 
$2,376,000 before exceeding 12 per cent of 
year-end savings capital. Thus the as- 
sociation, by attracting $2,000,000 of new 
savings, could entirely avoid income taxa- 
tion, since its total reserves, after adding 
the $89,000, would be $87,000 under the 
12 per cent ceiling. This effect occurs be- 
cause the new savings do not make any 


* This is by no means an unrealistic assumption. 
N any men in positions of responsibility in the industry 
have indicated to the author in field interviews that, 
other factors remaining neutral, savings capital growth 
of from 10 to 20 per cent might be expected following 
the announcement of such dividend increases. 


Liabilities 

Savings . $19,800,000 
Reserves and undivided profits... ... 2,200,000 
Undivided accumulation............ 89,000 
$22,683 ,000 

,800,000X3.0%= $ 564,000 
2,000,000 1.5% 30,000 
Total dividend payment.......... $ 594,000 


A low reserve association would not 
need to increase its dividend in order to 
avoid income taxation. To illustrate, as- 
sume an association with $19,000,000 in 
savings accounts and $1,000,000 in re- 
serves, as of the beginning of the year. Its 
reserve ratio would be only 5.25 per 
cent. Assuming that its savings total 
remained constant, this association could 
add $1,280,000 of its earnings to a bad 
debt reserve, under the tax law, before 
reaching its ceiling on “reasonable” addi- 
tions to such a reserve. 

Another basic objection to the 12 per 
cent reserve provision is that it is danger- 
ous to the financial security of the indus- 
try to think in terms of a reserve which 
will fit the needs of any and all associations. 
In effect, Congress has given the associa- 
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tions a “blank check” to raise their re- 
serves to 12 per cent, but applies such a 
heavy club (in the form of 30 or 52 per cent 
taxation) to the building of any reserve 
beyond that point that the associations 
may add more reserves only with diffi- 
culty. 

Probably no association will experience 
losses of exactly 12 per cent of its savings. 
For some associations, 12 per cent will be 
more than adequate; for others, it will be 
seriously inadequate. There is a danger 
that the 12 per cent provision may cause 
many association managements to reori- 
ent their thinking relative to their needs 
for reserves. Since building reserves be- 
yond the 12 per cent level with taxed dol- 
lars is difficult, that level may well be- 
come the ceiling objective for many as- 
sociations. In the sense that many as- 
sociations may require reserves greater 
than 12 per cent in order successfully to 
survive periods of recession, the law may 
operate to the detriment of the economy 
generally. 

It is extremely difficult to determine 
what reserves are needed in any given sit- 
uation. The associations risk their funds 
on a long-term basis—perhaps for as long 
as 30 years. Typically they lend a higher 
percentage of appraised value on conven- 
tional loans than do other home-financing 
agencies. Significant portions of their loan 
portfolios are composed today of loans 
made in a period of the highest real estate 
prices known in the United States, and 
during a period when the demand for 
homes greatly exceeded the supply. When 
an attempt is made to determine what 
should be an adequate provision for losses 
on a yearly basis, or even what in the ag- 
gregate should constitute an adequate 
cushion, the conclusion is almost in- 
escapable that there is no one formula 
which is feasible, desirable, or fair to all as- 
sociations.® 
Not only does the reserve ratio appear 
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arbitrary and inflexible, but the basis for 
the ratio appears unrealistic.’° It is sug. 
gested that a more realistic basis for the 
computation of probable bad debt losses 
and the deductions to be allowed for them 
would be a percentage of loans and invest. 
ments not protected by Federal guaran. 
tees. Losses arise from those portions of 
association portfolios which are not guar- 
anteed or insured; there is no direct rela- 
tionship between losses and total savings 
entrusted to associations. Conceivably, an 
association might have all its assets either 
in cash or short-term government obliga- 
tions. Such an association would have need 
for only relatively low reserves. Even if its 
portfolio included a major portion of VA 
or FHA mortgages, the need for reserves 
would not be great. The association mak- 
ing only high quality loans (a term very 
difficult to define!) would not require rela- 
tively high reserves. The purpose of the 
foregoing is to show that the need for re- 
serves varies greatly from association to 
association, according to such factors as 
liquidity of assets, types of investments, 
quality of mortgage portfolios, the real 
estate market, and general business con- 
ditions. The need for reserves cannot be 
measured in terms of a given percentage 


® No body of data covering losses experienced by 
associations on real estate mortgage loans on a nation- 
wide basis is available. Probably the most exhaustive 
study of this question is that of Lintner, which deals 
with mortgage losses incurred by Massachusetts mutual 
savings banks. Those banks took met losses on mort- 
gages, during the period 1931-1945, of 14.3 per cent of 
the gross mortgage portfolio at the beginning of that 
period and 17.4 per cent of the average portfolio out- 
standing during that period. John V. Lintner, Mutual 
Savings Banks in the Savings and Mortgage Markets 
(Boston: Graduate School of Business Administration, 
Harvard University, 1948), page 304. 

10 While it is true that the reserve requirements of 
many states and of Federal Charter N are based upona 
percentage of savings capital, it may be argued that the 
primary objective of governmental bodies in regulating 
financial institutions should be to protect the public 
and, for that purpose, basing reserve requirements upon 
capital is not incongruous. However, the tax law, which 
subjects businesses to income tax liability, should be 
concerned with net income determination and avoiding 
the impairment of taxpaying ability. 
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of the level of savings capital in an associa- 
tion. 

Possibly the most serious indictment of 
the reserve provision lies in the havoc it 
might indirectly wreak upon the associa- 
tions in times of economic stress. The 
growth of the savings and loan business 
has been impressive: at the end of 1944 
the total assets listed for the industry 
totalled $7.46 billion;“ 10 years later, as 
of the end of 1954, the total assets were 
approximately $31.7 billion.” It is entirely 
possible that the associations may ex- 
perience some contraction of their assets 
in any serious business slump. For ex- 
ample, the total assets of the savings and 
loan business dropped from $8.8 billion at 
the end of 1930 to $5.5 billion at the end 
of 1939, with aggregate savings capital 
dropping from $6.3 billion to $4.1 billion in 
the same period.”* Thus, as long as an as- 
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this shrinkage takes place, the association 
would find itself, barring serious immedi- 
ate loss write-offs, with its ratio of re- 
serves-to-savings increasing inversely to 
the degree of shrinkage. In case the as- 
sociation is still in the “profit zone” for 
income tax purposes, this would mean, of 
course, smaller or even no deductions for 
additions to reserves. At the same time, 
as a matter of prudent policy, an associa- 
tion might wish to reduce dividends in 
order to conserve cash. Thus, both of the 
special deductions might be less readily 
available, with the result that the associa- 
tion might well find itself in the taxpaying 
zone just when least able to shoulder that 
burden. 

To illustrate this proposition, the fol- 
lowing balance sheet is assumed for an as- 
sociation at the beginning of a given tax- 
able year: 


BALANCE SHEET 


January 1, 19— 

4 ssets Liabilities 
$ 400,000 Savings accounts.................. $16,500,000 
Government bonds................. 3,600,000 Other liabilities................... 1,800,000 
Conventional mortgages.............. 10,000,000 Reserves and undivided profits...... 1,700,000 
Government guaranteed mortgages. ... 5,000,000 

$20 ,000 , 000 $20,000,000 


sociation attempts, during periods of 
stress, to continue payment on demand, 
heavy withdrawals would seem probable. 
These withdrawals must be offset either 
by new deposits or by shrinkages on the 
asset side of the balance sheet, with the 
latter possibility more likely to occur. 
The risk assets would probably not shrink 
appreciably, because they would be much 
harder to liquidate. The shrinkage would 
occur in those assets which possess greater 
liquidity—cash, government bonds, and 
government guaranteed mortgages. As 


ew Book, Savings and Home Financing, 1954, 
p. 12, 

2 See footnote 5. 
Source Book, p. 12. 


If heavy withdrawals of savings are as- 
sumed to take place during the year, the 
association’s balance sheet drawn up just 
before distribution of earnings at the end 
of the year might well appear as given at 
top of the following page. 

It should be noted that the ratio of re- 
serves and undivided profits at the be- 
ginning of the year, per balance sheet, was 
9.7 per cent; while the reserve ratio at the 
end of the year, assuming no allowable 

14 Prudent association policy might indicate that an 
attempt be made to charge reserves whenever collection 
of any mortgage loans becomes at all questionable. It is 
unlikely, however, that such loss charges would be al- 
lowed by the Commissioner of Internal Revenue, except 
by actual poor seny. loss and/or where superviso 


ry 
authorities order charge-offs, either in whole or in part, 
as per Regulations 39.23(k)(1)(e). 
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BALANCE SHEET 
DECEMBER 31, 19— 


Assets 
Conventional mortgages.............. 9,700,000 
Government guaranteed mortgages. ... 3,400 ,000 
$15 , 500,000 


loss charges against the reserve, had in- 
creased to 14.1 per cent. Hence, there 
could be no deduction for additions to re- 
serves at the precise time when most 
needed. The quality of the association’s 
assets has deteriorated, in that cash, gov- 
ernment bonds, and government guaran- 
teed mortgages—the most desirable assets 
to retain when riding, out the economic 
storm—have shrunk much more sharply 
than the risk assets, conventional mort- 
gages. If the entire $500,000 “profit” is 
not paid out in dividends (a course which 
would necessitate borrowing or a further 
shrinkage in more liquid assets) the corpo- 
rate income tax must be paid. Either al- 
ternative, or any combination of the two, 
poses a serious threat to the stability and 
solvency of the association. 

The dangers inherent in the reserve pro- 
vision of Sec. 593 suggest that the savings 
and loan industry should not be lulled into 
a sense of false security by current growth, 
as far as the Federal income tax is con- 
cerned. 


SUMMARY 


Savings and loan associations are per- 
mitted to deduct, under Sec. 593 of the 
Internal Revenue Code of 1954, any 
amount they choose as additions to re- 
serves for bad debts, so long as those 
amounts do not bring their total reserves, 
surplus, and undivided profits accounts to 
more than 12 per cent of savings capital. 
This provision is in direct contradiction to 
established accounting theory, which holds 
that deductions for bad debts should be 
estimated in relation to the risk assets 


Liabilities 
$12,000,000 
1,300,000 
Reserves and undivided profits... .. . 1,700,000 
Profit for year before bad debts, divi- 

500 ,000 
$15,500,000 


owned as part of the process of matching 
costs and revenues of any given period, so 
that the net income of that period may be 
determined. 

Even though the savings and loan in- 
dustry is apparently suffering no current 
tax pain, a longer-range look at Sec. 593 
should provide a sobering view for the as- 
sociations. Competitors and opponents of 
the associations may argue that Sec. 593 
is a tax-avoidance device, giving the as- 
sociations an unfair tax advantage. The 
tremendous growth of the savings and loan 
business since the removal of tax exemp- 
tion in 1951 has permitted the great ma- 
jority of the associations to add to their 
reserves with an almost complete dis- 
regard for the income tax factor. Thus the 
provision could lead to much more onerous 
and burdensome taxation being imposed 
upon the associations. Another danger in 
the reserve provision is the likelihood that 
the 12 per cent level set by the law for tax- 
free building of reserves will have the ef- 
fect of a ceiling upon efforts to build re- 
serves, even though much higher reserves 
may be needed. It is extremely difficult to 
predict what level of reserves may be 
necessary for any given association, and it 
is dangerous to think in terms of a stip- 
ulated reserve level which may be applied 
to the entire savings and loan industry. 
Finally, the provisions of Sec. 593 are 
dangerous to associations in periods of 
economic tension because, as savings and 
more liquid assets might contract sharply, 
continued deductions for reserves would be 
desirable, but they perhaps could be pro- 
vided only by paying the penalty of 
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corporate income taxation, whereas in 
prosperous times, no tax need be paid. 
Thus, at the time the institutions might 
most need liquidity, their stability and 
solvency would be most threatened by 
taxation. 

The provisions of Sec. 593 may prove 
very harmful if they induce the associa- 
tions to modify their business behavior 
solely in order to minimize their corporate 
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income taxes. It would appear that, since 
the bad debt deduction is one which ap- 
plies for nearly all accrual basis taxpayers 
—not savings and loan associations alone 
—before net income may be computed, the 
amount of the deduction is essentially an 
accounting problem and should be com- 
puted according to accounting principles 
applying to the determination of net in- 
come. 
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COURT DECISIONS CONCERNING 


GOODWILL 


SIDNEY I. Simon 
Assistant Professor, Rutgers University 


F all the problems involved in the 
() valuation of items appearing on 

the financial statements of a busi- 
ness concern, there is perhaps none more 
difficult than the presentation to be given 
to that very intangible asset, goodwill. An 
analysis of a number of recent corporate 
annual reports of companies with stock 
listed on the New York Stock Exchange 
shows that accountants differ in the way 
they handle this illusive item. Of sixty 
1954 annual statements studied, thirty- 
eight showed no goodwill on their balance 
sheets at all, seventeen displayed it val- 
ued at one dollar, and only five reports 
showed goodwill at a sizable figure. Of 
these latter five, two were amortizing 
goodwill annually in installments against 
earned surplus, the other three continuing 
to carry it, without amortization, at its 
full figure. 

Before the accounting and legal ap- 
proaches to the subject are discussed, it 
will be interesting and enlightening to see 
how accountants and the courts have de- 
fined goodwill. The American Institute of 
Accountants has said that goodwill is the 
present value of the right to receive ex- 
pected future super-profits. This term, 
“super-profits,” if defined as the amount 
by which the future revenue, increase, or 
advantage to be received is expected to ex- 
ceed all economic expenditure incidental 
to its production, plus a normal profit. 
Sanders, Hatfield and Moore stated it in 
a more simple and general way as the ex- 
cess of the total value of the assets of a 
going concern over that part of the value 


1 American Institute of Accountants, Accounting 
Terminology, The Century Co., 1931, p. 67. 
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which can be allocated to specific assets. 

Most legal definitions of goodwill are de- 
velopments of the dictum of Lord Eldon 
in a classic English case, often quoted in 
subsequent American decisions, that good- 
will is the probability that customers will 
return to the old stand.* Judge Cardozo 
added succession in place or name or 
otherwise to mere location as the source 
of attraction of customers.‘ Other decisions 
have held that goodwill is not indissolubly 
connected with any particular locality or 
any specific tangible property,® and have 
included in the definition of the term that 
it applies to “every possible advantage 
that has been acquired by a firm in carry- 
irig on its business.’’ 

The legal viewpoints thus agree with 
the modern accounting concept that good- 
will is not presumed to exist only in con- 
nection with the customers of a business.’ 
Both take into consideration every ad- 
vantage of the firm including good labor- 
management relations and financial credit 
standing. 

It has been held, however, that a corpo- 
ration may have a valuable goodwill even 

2 Sanders, T. H., Hatfield, H. R. and Moore, U., 
A Statement of Accounting Principles, American Insti- 
tute of Accountants, 1938, p. 67. 

3 Cruttwell v. Lye, 17 Ves. 335, 346 (1810); Bell ». 
Ellis, 33 Cal. 620 (1867): Myers v. Kalamazoo Co., 54 
Mich. 215 (1884); White v. Trowbridge, 216 Pa. 11 (1906): 
Duke v. Allen, 204 Ala. 15 (1920); Hines v. Roberts, 117 
Kans. 589 (1925); Jones v. Stevens, 112 Ohio St. 43 
(1925). 

4 Matter of Brown, 242 N. Y. 1 (1926). 

pe a v. National Wall Paper Co., 81 Fed. 17 
(189 

6 Mills v. Rich, 249 Mich. 489 (1930); Rowell ». 
Rowell, 122 Wis, 1 (1904); Hilton v. Hilton, 89 N. J. Eq. 
182 (1918); Goels v. Ries, 233 N.Y.S. 433 (1907); 
Pfleghar Co. v. Blair, 30 Fed. (2) 614 (1929). 


7 Cf. Walker, G. T., Accountants’ Present Conce?! 


of Goodwill Depends upon Unusual Earning Power,” % 


Journal of Accountancy 100 (1951). 
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though the business may have been con- 
ducted at a loss during certain years.® In 
this connection, a North Dakota court 
specifically stated that a profitable busi- 
ness is not necessarily accompanied by 
goodwill, and an unprofitable business 
may have goodwill consisting of the desire 
of patrons to continue acustomed business 
relations.® This latter statement is cer- 
tainly at variance with the accountant’s 
concept of goodwill as representing “‘super- 
profits.” In a similar vein, although Bon- 
bright states that most bankruptcy deci- 
sions have found goodwill for failed con- 
cerns practically non-existent, he insists 
that a bankrupt business is not necessarily 
devoid of goodwill.’® 

In accord with the first half of the North 
Dakota judge’s assertion, that a profitable 
business might nevertheless not have any 
goodwill, are United States Supreme 
Court decisions that a monopoly, with 
which a customer must deal whether he 
likes it or not, cannot claim goodwill as 
one of its assets." 

Practically all the legal cases on the 
subject agree that the goodwill of a busi- 
ness, though intangible, is property which 
may be sold as a legitimate asset,” if it be 
substantial and not of so shadowy a na- 
ture as to be incapable of pecuniary 
estimation, and furthermore may be 
paid for in capital stock. It is not, how- 
ever, susceptible of being disposed of 
independently of the other assets of the 


8 Comm’r. v. Ford Motor Co., 33 NE (2) 318 (Mass. 
oo Securities Co. v. Peabody Co., 20 NE (2) 874 (Ill. 

9). 

* Macfadden v. Jenkins, 169 NW 151 (N. D. 1918). 

” Bonbright, J. C., The Valuation of Property, Mc- 
Graw-Hill Book Co., 1937, pp. 755-756. 

1 Willcox v. Gas Co., 212 US 19 (1909); Des Moines 
Gas Co. ». Des Moines, 238 US 153 (1915). 

_.? Rotan v. U.S., 43 Fed. (2) 232 (1930); Fisk ». Fisk, 
79 N.Y.S. 37 (1903). 

™ Camden v. Stuart, 144 US 115 (1892). 

* Bryan v. Northwest, 285 NW?689 (N.D. 1939); 
Brown v. Weeks, 195 Mich. 27 (1917); White Co. 2. 
Jones, 79 N.Y.S. 583 (1903); Williams v. McClave, 154 
NYS. 38 (1915); Beebe v. Hatfield, 67 Mo. App. 609 
(1878); Foote v. Bowman, 210 Ill. App. 631 (1904); 
Hodde v. Hahn, 222 SW 799 (Mo. 1920). 
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business, or separable from the business of 
which it is a part. 

A cardinal principle in the accounting 
for goodwill is that it should be shown on 
the books only when purchased, and then 
at no more than such purchase price. It 
should never merely be written up as an 
asset by the firm that builds up the good- 
will. A leading Missouri case seems at first 
glance to give legal sanction to this prop- 
osition that goodwill should only be 
placed on the books if purchased, for the 
court held directors of a corporation liable 
for declaring a dividend from a surplus 
arising from the writing up of the value 
of its goodwill because of its high earning 
power.!® But the decision actually hinges 
on the ground that no such goodwill 
existed, rather than on any objection 
to the writing up of legitimate goodwill. 
More direct decisions in the Federal 
courts,” in interpreting the Internal 
Revenue statutes, have held that the 
goodwill which these statutes authorize 
to be included in computing invested 
capital is that for which payment has been 
made, specifically as such, or goodwill 
bona fide purchased. 

An interesting question involved in the 
cost of goodwill, as opposed to its being 
merely written up, is that whether the 
cost of extensive advertising, expected to 
yield benefits for a long period, and the 
operating deficits of the early years of a 
business, may be capitalized as an asset 
and regarded as constituting a cost of 
creating goodwill. Accounting opinion can 
be found on both sides of this question. In 
the only cases in point, the courts in each 
instance refused to allow the capitaliza- 
tion of the advertising expenses connected 
with an exhibition at a World’s Fair.!* 


18 Maitland v. Slutsky, 275 NW 726 (Mich. 1937). 

16 Coleman v. Booth, 186 SW 102 (Mo. 1916). 

17 Crossett Co. v. U.S., 50 Fed. (2) 292 (1931); 
Landesman Co. v. Comm’r., 44 Fed. (2) 521 (1930). 

18 Hubbard v. Weare, 79 Iowa 678 (1890); Davenport 
v. Lines, 72 Conn. 118 (1899). 
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While accountants give lip service to 
a principle that it is not good accounting 
to attribute to goodwill an excessive value, 
based solely on the par value of stock 
issued therefor, they nevertheless assume 
the existence of goodwill wherever the 
tangible property purchased is less than 
the par value of the stock issued for it. The 
courts do not sanction this practise, but 
rather uphold the principle itself, for it has 
been decided that the stock issued for 
goodwill, in excess of the book value of the 
tangible assets of the companies being 
purchased, is not fully paid for where the 
goodwill had no real value because the 
corporations being purchased had oper- 
ated at a loss for five years.!® 

More accounting and legal interest, how- 
ever, has been evoked by the accounting 
rule, in amplification of the above prin- 
ciple, that in practical transactions the 
value of goodwill is based upon a more or 
less accurate estimate of prospective net 
earnings in excess of some assumed norm. 
This statement has very general ac- 
ceptance among accounting writers, and 
numerous decisions discuss the point in 
arriving at a valuation of goodwill for 
various purposes. Typical is the decision 
which gives the very definition of goodwill 
as the existence of intangible values in a 
business based on the earning potentiality 
in excess of normal return on tangible 
assets.”° 

While the valuation of goodwill has been 
held by the courts to be an issue of fact 
for the jury to decide,” the decisions have 
given a considerable number of suggestions 
as to how it should be computed. One 
judge, for instance, put it this way: “The 
value of goodwill of a manufacturing 
company may be fairly arrived at by 
multiplying the past average net profits of 


19 Hoddev. Hahn, 283 Mo. 320 (1920); Fox v. Produce 
Exchange, 192 Ill. App. 301 (1915). 

20 Securities Co. v. Peabody Co., 20 NE (2) 874 (ill. 
1939). 

Castelli v. Tobilia, 83 N.Y.S. (2) 554 (1948). 
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a company by a number of years, such 
number being suitable and proper, hay. 
ing reference to the value and character of 
the business.’ 

His statement was corrected in sub- 
sequent decisions by adding that interest 
on the capital invested* and the fair value 
of the owner’s services* should be de- 
ducted from the net profits in making the 
computation. The arrival at a figure for 
goodwill by multiplying the excess aver- 
age profits by a number of years has been 
employed in countless cases,” two to six 
years being very common, with the mode 
three to five years, although the goodwill 
of Tiffany & Company was valued by 
multiplying the excess average profits by 

It has been held that in estimating 
average profits, abnormal profits should be 
disregarded,” as also should the earnings 
of a notoriously poor year.*® A New York 
court points out that while goodwill is 
that economic value recognized in law and 
denoting the chance of future profit in 
carrying on an established business of 
repute in public consideration, this chance 
of future profit has been rightly determined 
to be well measured in terms of the value 
of past profits.2® Yet the courts of that 
state agree with accountants that the true 
basis for goodwill is prospective, and not 
past profits.*° 

No case could be found that recognizes, 
as accountants admit, that in many cases 
the amount paid for goodwill represents 
only the difference between the book value 
and the sales price of assets, resulting from 
a compromise between bid and asked 


2 Von Au v. Magenheimer, 110 N.Y.S. 629 (1908). 

% Seaich v. Mason Co., 156 N.Y.S. 579 (1916). 

* Matter of Flurscheim, 176 N.Y.S. 694 (1919). 

* See Bonbright, J. C., op. cit., pp. 731-735, 1060- 
1063 


% Matter of Moore, 161 N. Y. S. 142 (1916). 

27 In re Welsh, 137 N.Y.S. 941 (1912). 

28 White Co. v. Comm’r., 50 Fed. (2) 120 (1931). 

29 In re Borden’s Estate, 159 N.Y.S. 346 (1916). 

30 People v. Tax Comm’rs., 125 N.Y.S. 895 (1910). 
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prices, with little or no regard to the 
various more formal methods of computa- 
tion.™* 

An important principle of accounting 
concerns the amortization of goodwill after 
its acquisition. Accountants agree that if 
there is no longer valuable goodwill, or if 
its value has been obviously impaired, it 
should be written down. Conversely, when 
its life is not limited, it may be carried at 
cost indefinitely. Whether the regular 
amortization of goodwill is recommended, 
particularly that which was calculated as 
the discounted present value of a certain 
number of years’ excess profits, is a moot 
question among accountants. Goodwill 
amortization or write down may not, un- 
der any circumstances, be deducted 
from income for income tax purposes.*” 

An early United States Supreme Court 
decision recognized that goodwill at a 
later date is not necessarily the same as 
that which was purchased,®* and a later 
Massachusetts decision specifically agreed 
that directors could reduce goodwill on the 
corporate books from a high figure down 
to one dollar where it was only of nominal 
value. A direct holding and a dictum in 
two New Jersey cases, however, assert 
that directors need not amortize good 
will before determining profits available 
for dividends, the reason given being that 
the decline in value of goodwill is not due 
to causes arising out of the operations of 
the business and thus does not have to be 
made good out of profits.* This harks back 
to the famous “wasting assets” doctrine 
of the important, far-reaching British deci- 
sion of Lee v. Neuchatel Asphalte Co., 


* Lenhart, N. J., “What is Goodwill?”, 91 Journal 
of Accountancy 103 (1951). 

* Clarke v. Haberle Co., 280 US 384 (1930); Rensie- 
hausen v. Lucas, 280 US 387 (1930); Red Wing Co. v. 
yi oo 15 Fed. (2) 626 (1926). 

“ Metropolitan Bank v. St. Louis Co. 

(1992), p uis Co., 149 US 446 


Lernald v. Redlon Co., 140 NE 421 (Mass. 1923). 
;, Goodnow v. American Co., 69 Atl. 1014 (N.J. 1908); 
Mellon v. Mississippi Co., 78 Atl. 710 (N.J. 1910). 
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Lid.,** which held an allowance for deple- 
tion unnecessary before the declaration of 
dividends of a corporation in an extractive 
industry. 

The question of whether goodwill can or 
should be written down, even though it 
exists, purely because carrying it on the 
books is considered poor policy, is an inter- 
esting one. The practice of arbitrarily 
writing down this intangible, even though 
its value remains unimpaired, has been 
so long established and widely approved 
that the American Institute of Account- 
ants, although discouraging it, did not feel 
warranted, in its 1944 bulletin on the sub- 
ject,*” in prohibiting such disposition. In 
its restatement and revision of the bul- 
letions in 1953, however, it specifically 
condemned such a lump sum write-off until 
an event has taken place which indicates 
a loss or limitation on the goodwill.** 

The practice of arbitrarily writing down 
goodwill, which was, and one may surmise 
from the 60 annual reports studied above 
still is, widespread, is based on the idea, 
as one writer put it, that “ . . . the appear- 
ance of goodwill in a balance sheet has be- 
come a badge of bad will, a sign of trouble, 
an indication of watered stock, or the 
hallmark of a young company which has 
not yet created sufficient goodwill to en- 
able it to dispense with the item on its 
balance sheet.*® Berle and Fisher likewise 
see goodwill mainly as a device which is 
used for a multitude of purposes, such as 
the padding of accounts, a justification for 
buying stock at a premium over book 
value, a means of compensation paid a 
dissenting stockholder, and the like.* 


% 41 Ch. Div. 1 (1889). 

37 Accounting Research Bulletin No. 24, American 
Institute of Accountants, 1944. 

38 Accounting Research Bulletin, No. 43, American 
Institute of Accountants, 1953. 

39 MacNeal, K., Truth in Accounting, University of 
Pennnsylvania Press, 1939, p. 230. 

4 Berle, A. A. Jr., and Fisher, F, S. Jr., “Elements 
of the Law of Business Accounting,” 32 Columbia Law 
Review (1932) 588. 
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Thus the showing of goodwill on state- 
ments can be a disadvantage to the com- 
pany which reports it, because it can serve 
to arouse suspicion of the company’s 
motives. 

The courts have viewed this anomalous 
treatment of goodwill by holding that the 
existence of goodwill is not negatived by an 
omission to carry it on the books of a con- 
cern at a certain valuation.“ They have 
asserted furthermore that, at least in 
assessing the value of stock for taxation 
purposes, based on the value of tangible 
and intangible property, goodwill should 
be included in this value even though it is 
not shown on the corporation’s books.* 

An interesting case involved the sale of 
stock pursuant to a contract calling for its 
sale at book value. The company had, at 
the time of the original purchase of the 
stock, carried goodwill on the books at 
$200,000, but by the time of the sale of the 
stock with which this litigation is con- 
cerned, had written it off by amortizing it 
at $50,000 per year over a period of four 
years. The seller now insisted that this 
goodwill nevertheless still existed and the 
$200,000 should be added again to asset 
values to arrive at the book value of the 
stock sold. 

The lower New York court agreed with 
the seller and stated that goodwill is one of 
the most valuable assets of a going busi- 
ness and should be regularly carried on the 
books as an asset to be considered in 
determining the book value of the common 
stock.* On appeal, however, the decision 
was reversed, and the higher court agreed 
with the buyer that the book value of the 
stock meant the value of the assets and 
liabilities as shown on the books at the 
time of the sale and did not include the 
arbitrarily written off goodwill.“ But since 


‘! Comm’r. v. Ford Motor Co., 33 NE (2) 318 (Mass. 
1941). 

2 Clark v. Lucas County Bd., 44 NW (2) 748 (Iowa 
1950). 

Lane v. Barnard, 170 N.Y.S. 946 (1918). 

4 Lane v. Barnard, 173 N.Y.S. 714 (1919). 
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the decision hinged on the fact that the 
seller had known and agreed to the pre. 
vious write down of goodwill on th 
books, it was not truly a ruling on the 
validity of the accounting practice of such 
write downs. 

A decision directly on the subject, 
which showed a complete understanding of 
the accounting problems involved, was 
rendered in New Jersey in 1940, wherein, 
in speaking of the write-off of goodwill, the 
court said: “The write-off did not alter 
the physical facts or affect the value oj 
things already possessed and being uti- 
lized. It was a mere bookkeeping adjust- 
ment, and while it resulted in a shrinkage 
of book value of the assets, there was no 
reduction in their true value.” The ded- 
sion went on to say that whether to make 
such a write-off or not is a matter of busi- 
ness judgment, resting altogether with the 
board of directors. 

A comparatively recent decision by a 
Federal court not only affirms an order oj 
the Public Service Commission requiring a 
utility to amortize or write-off its good- 
will, but recognizes its debt to accounting 
principles for the basis of its judgment by 
actually quoting from Paton and Little 


ton,** and including in the decision the 


following quotation from Sanders, Hat- 
field and Moore:*? 


“The writing off of such intangible} 


assets as goodwill evokes scarcely any 


protest, even when it is recognized that f 
substantial goodwill exists. The genera 5 


distrust of goodwill and the knowledge 
that it has been widely used to capitaliz 
exaggerated expectations of future earl 
ings leave an almost universal feeling that 
the balance sheet looks stronger withou! 


it. When actual consideration has bee! } 


paid for goodwill, it should appear on tht 


‘5 Solimine v. Hollander, 16 Atl. (2) 203, 239 (NJ 
1940). 
“ Paton, W. A. and Littleton, A. C., Am Introdw- 
tion to Corporate Accounting Standards, American At 
counting Association, 1940. 

47 Op. cit., p. 14. 
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company’s balance sheet long enough to 
create a record of that fact in the history 
of the company as presented in the series 
of its annual reports. After that, nobody 
gems to regret its disappearance when 
accomplished by methods which fully dis- 
close the circumstances.’’#® 

A United States Supreme Court deci- 
sion went further in specifically stating 
that goodwill is not to be considered in 
determining the value of a public utility’s 
property for the purpose of setting rates.“ 

Finally, the moot question among ac- 
countants of whether to charge off such a 

® American Power Co. v. S.E.C., 158 Fed. (2) 771, 


783 (1946). 
” Los Angeles Gas Corp. v. Comm., 289 US 287 (1933). 
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goodwill write down to capital or earned 
surplus has been held by a court to be com- 
pletely within the discretion of the board 
of directors of the corporation.*® 

In summarizing this investigation, it 
must be admitted that the judges have in 
many cases ruled or commented on issues 
involving goodwill in the light of legal 
questions to be decided by them, quite 
separate and apart from the purely ac- 
counting aspects of the situation. By and 
large, however, the study has shown that 
the legal decisions are quite generally in 
accord with the accounting principles and 
ideas concerning the subject of goodwill. 


59 Robertson v. Bucklen & Co., 107 Ill. App. 369 (1903). 
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COMPUTERS AND ACCOUNTING 


SYSTEMS; A BIBLIOGRAPHY 


RoBERT H. GREGORY 
Assistant Professor, Massachusetts Institute of Technology 


accounting systems is selected from a 

comprehensive bibliography contain- 
ing about 1,000 items that was developed 
for a course entitled “Management In- 
formation Systems.” The course was 
offered in the School of Industrial Man- 
agement at the Massachusetts Institute of 
Technology for the first time in the Spring 
of 1955. It was designed to show the devel- 
opment of information systems in relation 
to mangerial problems and the techniques 
available for supplying information to 
solve those problems. It might be thought 
of as being roughly an accounting systems 
course in a technical school dealing with 
industrial management and offered pri- 
marily to graduate students with an 
engineering background. 

The bibliography given here is divided 
into three sections: Section A, Equipment 
Design and Construction; Section B, 
System Investigation and Equipment Ap- 
plication; and Section C, System Analysis, 
Appraisal and Revision. Each section is 
divided into two parts—books and articles. 
Proceedings of the Joint Computer Confer- 
ences and Workshops for Management 1954 
are listed as books; but, because of their 
heterogeneity, individual papers of interest 
here are listed in detail as articles. Some of 
the classifications are subject to dispute, 
although a person interested in applica- 
tions and systems might confine his read- 
ing to parts B and C. It is to be hoped that 
the articles are readily understandable to 
accountants; however, some of the books 
listed in part A are fairly technical. The 
list, as such, might serve as the nucleus of 
an accountant’s library in this field. 


T= BIBLIOGRAPHY on computers and 
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The literature on computers and their 
application to business is so vast (and will 
become even more voluminous) that it is 
difficult to guide anyone to specific mate- 
rial without knowing his particular need, 
Some general suggestions and guidance 
within the framework of this bibliography 
might help, however. The references that 
follow are abbreviated to author (except 
for some collections where the title is 
given) and a letter to indicate in which of 
the three sections the full reference is 
is given—A, B, C for books and a, b, c for 
articles. 

General surveys of computers and how 
they work are given in several places rang- 
ing from general to quite detailed. Brown 
(B) has a broad survey of computers and 
modern office equipment. Chapin (B) has 
a useful general description of computer 
operation-application with an appendix on 
computer characteristics. Tompkins (A) 
has a fairly technical description of the 
operation of computers and some office 
equipment. Berkeley (A) traces the early 
development of computers in America. 
Bowden (A) describes the work done by 
Babbage in the 19th century, the more 


recent electronic developments in England, § 


and describes a variety of applications— 
all interspersed with humor. 
Information on electronic equipment 
available is given in numerous places. 
Blachman (A) is probably more complete 
than the others, but is now somewhat old. 
Chapin (B) summarizes characteristics of 
various computers in tables and also lists 
the details for a number of them. Haskins 
& Sells (B) and Klingman (B) each con 
tains an appendix listing the features of 
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about a dozen large- and medium-size 
computers. Carroll (a) has a survey for 
businessmen. 

System analysis looking toward intro- 
duction of computers is covered in several 
places. Electronic Data Processing in Indus- 
iry (B) and Workshop for Management (B) 
are collections of papers covering numer- 
ous facets of the problem. In recent years 
the Joint Computer Conference Proceedings 
have usually contained one or more papers 
on business systems analysis, but occasion- 
ally with special reference to accounting. 
Some examples are: Canning (b) on de- 
partment store data generation and ac- 
counting, Davis (b) on life insurance, 
Roman (b) on oil company accounts 
receivable, Swanson (c) on optimization of 
business data processing equipment, and 
Taylor (c) on data collection as a by- 
product of normal machine operation. 

Individual articles dealing with account- 
ing systems are: van Gorder (a) on inte- 
grated data processing by means of com- 
mon language equipment, Churchman (c) 
on operational accounting and operations 
research, Gregory (c) on the impact of 
electronic computers on accounting sys- 
tems, and Warshauer (c) on the utiliza- 
tion of computers in accounting systems. 

Pelej (c) and Toan (c) deal with the 
problems of auditing records kept by 
electronic techniques. 

Programming computers to solve prob- 
lems is dealt with by Thomas (b). Gotlieb 
(b) discusses the costs of programming 
and Hopper (b) sketches the nature of 
compiling routines which may greatly 
reduce the cost of program preparation. 
Hopper and Mauchly (a) deal with the 
inter-relation between programming tech- 
niques and the design of computers. 

The economic and other implications of 
electronic data processing are covered by 
Clippinger (c), Forrester (b) and (c), 
Livesley (c), and Smith (b). 

Guides to further reading are given in 
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Klingman (B) which is updated occasion- 
ally and Data Processing Digest (published 
monthly by Canning, Sisson and Associ- 
ates, Los Angeles) both of which abstract 
a wide variety of magazines. Manu- 
facturers’ descriptive literature (although 
not catalogued here), trade magazines, 
and, of course, the accounting literature 
should be examined to keep abreast of 
computer developments and their applica- 
tions. 


SECTION A. EQUIPMENT DESIGN AND CONSTRUCTION 
Books 


Ashby, William Ross, Design for a Brain, New 
York, John Wiley and Sons, Inc., 1952, 259 p. 

Berkeley, Edmund Callis, Giant Brains or Ma- 
chines That Think, New York, John Wiley and 
Sons, Inc., 1949, 270 p. 

Blachman, N. M., A Survey of Automatic Digital 
Computers, Washington, D. C., U. S. Depart- 
ment of Commerce, Office of Technical Serv- 
ices, 1953, 109 p. 

Booth, A. D., and K. H. V. Booth, Automatic 
Digital Calculators, London, Butterworths 
Scientific Publications, and New York, Aca- 
demic Press Inc., 1953, 231 p. 

Bowden, B. V., ed., Faster Than Thought, A Sym- 
posium on Digital Computing Machines, Lon- 
don, Sir Isaac Pitman and Sons Ltd., 1953, 
416 p. 

Hartree, Douglas R., Calculating Instruments and 
Machines, Urbana, Illinois, University of 
Illinois Press, 1949, 138 p. 

Proceedings of a Symposium on Large-Scale 
Digital Calculating Machinery, January, (947, 
Cambridge, Massachusetts, Harvard Uni- 
versity Press, 1948, 302 p. 

Richards, R. K., Arithmetic Operations in Digital 
Computers, New York, D. Van Nostrand, Inc., 
1955, 397 p. 

Tompkins, C. B., J. H. Wakelin, and others, High 
Speed Computing Devices, New York, McGraw- 
Hill Book Company, Inc., 1950, 451 p. 


Articles 

Adams, Charles W., “Available Machines and 
Systems Part I, Automatic Data Processing 
Equipment: A Survey,” p. 125-39, Electronic 
Data Processing in Industry; A Case Book of 
Management Experience, New York, American 
Management Association, 1955. 

Bucholz, Werner, “The System Design of the 
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IBM Type 701 Computer,” Proceedings of the 
I.R.E., 41: 1262-75, October, 1953. 

Carroll, John M., “Electronic Computers for the 
Businessman,” Electronics, 28: 122-31, June, 
1955. 

Davis, Harry M., ‘Mathematical Machines,” 
Scientific American, 180: 29-39, April, 1949. 
Davis, M. E., “A Timely Report on Electronic 
Computers and Allied Equipment,” The Con- 

troller, 20: 465-69, October, 1952. 

Eckert, J. P., Jr., “A Survey of Digital Computer 
Memory Systems,”’ Proceedings of the I.R.E., 
41: 1393-406, October, 1953. 

Elmore, William B., “Available Machines and 
Systems Part II, Some Aspects of Reliability 
in Electronic Data Processors,” p. 139-47, 
Electronic Data Processing in Industry; A Case 
Book of Management Experience, New York, 
American Management Association, 1955. 

Gardner, Martin, “Logic Machines,” Scientific 
American, 186: 68-73, March, 1952. 

Greene, G. B., “The Marchant Computer Sys- 
tem,” p. 42-45, Design and A pplication of Small 
Digital Computers, New York, The American 
Institute of Electrical Engineers, 1955. 

Harr, Luther A., “Electronic Accounting Ma- 
chine Developments—Remington Rand, Inc.,” 
p. 301-6, Workshop for Management 1954, New 
York, Management Magazines Inc., Book 
Division, 1955. 

Hayes, R. M., “Operating Characteristics of the 
National Cash Register Company’s Decimal 
Computer, the CRC 102-D,” p. 40-41, Design 
and Application of Small Digital Computers, 
New York, American Institute of Electrical 
Engineers, 1955. 

Hill, John L., “Design Features of Remington 
Rand Speed Tally,” p. 155-62, Trends in Com- 
puters: Automatic Control and Data Processing, 
New York, American Institute of Electrical 
Engineers, 1954. 

Hopper, G. M. and J. W. Mauchly, “Influence of 
Programming Techniques on the Design of 
Computers,” Proceedings of the I.R.E., 41: 
1250-4, October, 1953. 

Hosken, J. C., “Survey of Mechanical Printers,” 
p. 106-12, Review of Input and Output Equip- 
ment Used in Computing Systems, New York, 
American Institute of Electrical Engineers, 
1953. 

Kircher, Paul, “The Gap Between the Electronics 
Engineer and the Accountant,” The Controller, 
22: 358-59+-, August, 1954. 

Learson, T. V., “Electronic Accounting Machine 

Developments—IBM,” p. 294-300, Workshop 
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for Management 1954, New York, Management 
Magazines Inc., Book Division, 1955. 

Morse, Kenneth P. and others, “Specialized 
Electronic Equipment Developments,” p. 
307-34, Workshop for Management 1954, New 
York, Management Magazines Inc., Book 
Division, 1955. 

Mullaney, F. C., “Design Features of the ERA 
1101 Computer,” Electrical Engineering, 11: 
1015-18, November, 1952. 

Orden, Alex, “Application of the Burroughs E 101 
Computer,” p. 50-54, Design and A pplication 
of Small Digital Computers, New York, Ameri- 
can Institute of Electrical Engineers, 1955. 

Rossheim, R. J., “Nonmechanical High-Speed 
Printers,” p. 113-17, Review of Input and Out- 
put Equipment Used in Computing Systems, New 
York, American Institute of Electrical Engi- 
neers, 1953. 

Rubinoff, Morris, “Analogue vs. Digital Com- 
puters—A Comparison,” Proceedings of the 
I.R.E., 41: 1254-62, October, 1953. 

Snyder, R. L., “Devices for Transporting the 
Recording Mediums,” p. 15-21, Review of in- 
put and Output Equipment Used in Computing 
System, New York, American Institute of 
Electrical Engineers, 1953. 

Stickell, E. E., “Requirements of the Bureau of 
Old-Age and Survivors Insurance for Elec- 
tronic Data Processing Equipment,” p. 74-79, 
Proceedings of the Western Computer Conference, 
1953, New York, The Institute of Radio 
Engineers, 1953. 

van Gorder, H. F., “Achieving Greater Produc- 
tivity in Accounting Through Integrated Data 
Processing,” N.A.C.A. Bulletin, 35: 1708-31, 
August, 1954. 


SECTION B. SYSTEM INVESTIGATION AND 
EQUIPMENT APPLICATION 


Books 


Adams, Charles W., Stanley Gill, and others, 
Digital Computers: Business Applications, 
Cambridge, Massachusetts, Massachusetts in- 
stitute of Technology, Digital Computer 
Laboratory, 1954, not consecutively paged. 

Armour Research Foundation, Syllabus: Elec- 
tronic Digital Computing Systems, Chicago, The 
Peoples Gas Light and Coke Company, 1954, 
343 p. 

Brown, R. Hunt, Office Automation; Integrated 
and Electronic Data Processing, New York, 
Automation Consultants, Inc., 1955, 283 p. 

Chapin, Ned, An Introduction to Automatic Com- 

puters; A Systems Approach for Business, Chi- 
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cago, Technology Center (Illinois Institute of 
Technology), 1955, 245 p. 

Computers in Business and Industrial Systems 
(Proceedings of the Eastern Joint Computer 
Conference, November 7-9, 1955). New York, 
The Institute of Radio Engineers, 1956. 

Design and A pplication of Small Digital Computers 
(Proceedings of the Eastern Joint Computer 
Conference, December 8-10, 1954), New York, 
American Institute of Electrical Engineers, 
1955, 92 p. 

Edison, Julian E. and others, Electronics—New 
Horizons in Retailing: the Application of Elec- 
tronics and Electro-mechanical Systems to Retail 
Conirol, Clayton, Missouri, A.E.R. Associates, 
1953, 94 p. 

Electronic Data Processing In Industry; A Case 
Book of Management Experience, New York, 
American Management Association, 1955, 
257 p. (Replaced Electronics Reference Hand- 
book: A Practical Approach to Electronics, New 
York, American Management Association, 
1955, not consecutively paged.) 

Electronics Reference Handbook: A Practical Ap- 
proach to Electronics, New York, American 
Management Association, 1955, not consequ- 
tively paged. 

First Glossary of Programming Terminology, New 
York, Association for Computing Machinery, 
1954, 25 p. (Reprinted in Electronic Data 
Processing in Industry; A Case Book of Manage- 
ment Experience, New York, American Man- 
agement Association, 1955, p. 243-51.) 

Functions and Techniques in Analog and Digital 
Computer (Proceedings of the Western Com- 
puter Conference 1955), New York, The Insti- 
tute of Radio Engineers, 1955. 

Haskins & Sells, Data Processing by Electronics, 
New York, Haskins & Sells, 1955, 113 p. 

Information Processing Systems—Reliability and 
Requirements (Proceedings of the Eastern 
Joint Computer Conference, December 8-10, 
1953), New York, The Institute of Radio 
Engineers, 1953, 125 p. 

Integrated Data Processing through Common Lan- 
guage Machines, A New Approach to Office 
Mechanisation, New York, American Manage- 
ment Association, 1955, 62 p. 

Klingman, Herbert F., ed., Electronics in Busi- 
ness, New York, Controllership Foundation, 
1955, 176 p. 

Proceedings of the Western Computer Conference, 
1953, New York, The Institute of Radio 
Engineers, 1953, 231 p. 

Review of Electronic Digital Computers (Joint 

AIEE-IRE Computer Conference, December 
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10-12, 1951), New York, American Institute 
of Electrical Engineers, 1952, 114 p. 

Review of Input and Output Equipment Used in 
Computing Systems (Joint AIEE-[RE-ACM 
Computer Conference, December 10-12, 1952), 
New York, American Institute of Electrical 
Engineers, 1953, 142 p. 

Society of Actuaries, Current Status of Magnetic 
Tape as a Recording and Data Processing 
Medium (Report of the Committee on New 
Recording Means and Computing Devices, 
New York (?) Privately published, 1955, 112 p. 

Symposium on Managerial Aspects of Digital 
Computer Installations (Navy Mathematical 
Computing Advisory Panel Meeting, March 
30, 1953), Washington, Office of Naval Re- 
search, Department of the Navy, 1953, 36 p. 

Trends in Computers: Automatic Control and Data 
Processing (Proceedings of the Western Com- 
puter Conference, February 11 and 12, 1954), 
New York, American Institute of Electrical 
Engineers, 1954, 191 p. 

Wilkes, Maurice V., David J. Wheeler, and 
Stanley Gill, The Preparation of Programs for 
an Electronic Digital Computer, Cambridge, 
Massachusetts, Addison-Wesley Press, Inc., 
1951, 167 p. 

Workshop for Management (Proceedings of the 
Seventh Annual Systems Meeting, Systems and 
Procedures Association of America, 1954), 
New York, Management Magazines Inc., Book 
Division, 1955, 504 p. 


Articles 


Aiken, Theron, and others, “Initiating an Elec- 
tronics Program,” p. 417-36, Workshop for 
Management 1954, New York, Management 
Magazines Inc., Book Division, 1955. 

Balet, J. W., “General Accounting in a Public 
Utility,” p. 197-205, Electronic Data Processing 
in Industry; A Case Book of Management Ex- 
perience, New York, American Management 
Association, 1955. 

Bennett, Byron J., and others, “Electronics in 
Financial Accounting,” Computers in Business 
and Industrial Systems (Proceedings of the 
Eastern Joint Computer Conference, 1955), 
New York, The Institute of Radio Engineers, 
1956. 

Brayer, Herbert Q., “The Truth about Electronic 
Business Machines,” Part I Electronics in the 
Office, Part II The Electronic Office of Today, 
Part III Who and How? American Business, 
23: 10-11+-, July, 1953; 16-17+-, August, 1953; 
20-21+, September, 1953. 

Brown, Arthur A., and Leslie G. Peck, “How 
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Electronic Machines Handle Clerical Work,” 
The Journal of Accountancy, 99: 31-37, No. 1, 
January, 1955. 

Brown, George W., and Louis N. Ridenour, “The 
Processing of Information-Containing Docu- 
ments,” p. 80-85, Proceedings of the Western 
Computer Conference, 1953, New York, The 
Institute of Radio Engineers, 1953. 

Burch, Byron F., Jr., “The Computer in Indus- 
try: The Computer at Work on Payrolls,” p. 
16-25, The Impact of Computers on Office 
Management, Office Management Series, Num- 
ber 136, New York, American Management 
Association, 1954. 

Canning, Richard G., and others, “Business Data 
Processing: A Case Study,” p. 80-104, Trends 
in Computers: Automatic Control and Data 
Processing, New York, American Institute of 
Electrical Engineers, 1954. 

Clippinger, Richard F., “How a Central Com- 
puting Laboratory Can Help Industry,” Com- 
puters and Automation, 2: 6-8, December, 1953. 
Cooley, Emerson F., “Computer Methods and 
Applications: A Case Study,” p. 41-46, The 
Impact of Computers on Office Management, 
Office Management Series, Number 136, New 
York, American Management Association, 
1954. 

Cunningham, E. J., “A Case Study in Electronic 
Accounting,” p. 3-8, Electronics in the Office: 
Problems and Prospects, Office Management 
Series, Number 131, New York, American 
Management Association, 1952. 

Davis, M. E., “Report of Some Early Indications 
of UNIVAC Operations in the Actuarial Divi- 
sion of the Metropolitan Life Insurance Com- 
pany,” Section II, p. 58-66, Electronics Refer- 
ence Handbook: A Practical Approach to Elec- 
tronics, New York, American Management 
Association, 1955. 

“The Possible Use of Magnetic-Tape 
Policy Files in a Life Insurance Office,” p. 
217-230, Electronic Data Processing in Industry: 
A Case Book of Management Experience, New 
York, American Management Association, 
1955. 

“The Use of Electronic Data Processing 
Systems in the Life Insurance Business,” 
p. 11-17, Proceedings of the Eastern Joint 
Computer Conference, Information Processing 
Systems—Reliability and Requirements, New 
York, The Institute of Radio Engineers, 1954. 
DeCarlo, C. R., “Application of Data Processing 
in Production,” p. 61-65, Proceedings of the 
1955 Western Joint Computer Conference, New 
York, The Institute of Radio Engineers, 1955. 
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Dover, Jerome J., “A Centralized Data Process. 
ing System,” p. 172-83, Trends in Computers: 
Automatic Control and Data Processing, New 
York, American Institute of Electrical Engi- 
neers, 1954. 

Dupree, E. L., and others, “Utilization of Present 
Electronics Equipment,” p. 385-416, Workshop 
for Management 1954, New York, Management 
Magazines Inc., Book Division, 1955. 

Eggleston, W. E., “Customer Accounting: Pro- 
gramming Methods and Problems,” p. 190-97, 
Electronic Data Processing in Industry; A Case 
Book of Management Experience, New York, 
American Management Association, 1955, 

“Electronic Inventory Control, Otis Elevator 
Co.,” Mechanical Engineering, 77: 811-12, 
September, 1955. 

“Programming for Electronics,” Section 
II, p. 83-88, Electronics Reference Handbook; A 
Practical Approach to Electronics, New York, 
American Management Association, 1955, 

Eidem, Ralph, “Electrons at Work,” p. 20-32, 
New Tools for the Controller, New York, Con- 
trollers Institute of America, 1952. 

“Electronic Brains Take on New Jobs,” Business 
Week, p. 38+, April 19, 1952. 

“Electronic Computors for Defense,” Economist, 
159: 1027, December 9, 1950. 

“Expedite Stockholder Records,” American Ges 
Association Monthly, 35: 11-12+-, July-August, 
1953. 

“Fast and Far-Reaching: Monsanto Digests its 
Figures,” Business Week, p. 80-82, December 
6, 1952. 

Feagler, John F., and others, “‘A Detailed Feasi- 
bility Study,” p. 74-122, Electronic Dale 
Processing in Industry; A Case Book of Manage- 
ment Experience, New York, American Manage- 
ment Association, 1955. 

Forrester, Jay W., “Computer Applications to 
Management Problems,” p. 22-31, Strengthen- 
ing Management for the New Technology, Gen- 
eral Management Series, Number 178, New 
York, American Management Association, 
1955. 

Gotlieb, C. C., “The Cost of Programming and 
Coding,” Computers and Automation, 3: 14+ 
15+, September, 1954. 

Grant, Eugene F., and others, “Orientation in 
Electronics,” p. 369-84, Workshop for Manage- 
ment 1954, New York, Management Magazines 
Inc., Book Division, 1955. 

Groelinger, Herbert J., and Leon Gainen, Plan 
ning and Preparation for Programming an In- 
ventory Control Procedure, Washington, D. C., 
U. S. Department of Commerce, National 
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Bureau of Standards, August, 1954 (NBS 
Report 3785). 

Harr, Luther A., “Business Applications and 
Limitations of Electronic Computers,” Pro- 
ceedings of the American Gas Association 1953, 
p. 231-38. 

Haselton, M. S. and E. L. Schmidt, “Automatic 
Inventory System for Air Travel Reserva- 
tions,” Electrical Engineering, 73: 641-46, 
July, 1954. 

Hessler, Orville G., “Garment Tag Equipment,” 
p. 122-26, Review of Input and Output Equip- 
ment Used in Computing Systems, New York, 
American Institute of Electrical Engineers, 
1953. 

Hopper, Grace M., “Compiling Routines,” Com- 
puters and Automation, 2: 1-5, May, 1953. 

“How a Big Computer Takes Over,” Business 
Week, p. 58, July 24, 1954. 

Jewett, Grandjean G., “The Distribution of 
Overhead with Electronic Calculators,” The 
Journal of Accountancy, 97: 698-701, June, 
1954. 


“Survey of Available Electronic Com- 
puters, and What They Can Do for Modern 
Businesses,” The Journal of Accountancy, 96: 
182-89, August, 1953. 

Johnson, L. R., “Installation of a Large Elec- 
tronic Computer,” p. 77-80, Proceedings of the 
Association for Computing Machinery, 1952, 
Washington, D. C., Sauls Lithograph Com- 
pany, 1952. 

Johnston, A. St., and S. L. H. Clarke, ‘“‘Applica- 
tion of a High-Speed Electronic Computer to a 
Business-Accounting Problem,” Journal of the 
British Institute of Radio Engineers, 14: 293- 
302, July, 1954. 

Josephs, Devereux C., and others, “Approach to 
the Automatic Office,” p. 335-68, Workshop for 
Management 1954, New York, Management 
Magazines Inc., Book Division, 1955. 

Kircher, Paul, Electronic Computers and Account- 
ing, (Discussion Paper #33), Berkeley, Cali- 
fornia, University of California, Industrial 
Logistics Research Project, 1953, 12 p. 

Kruse, Benedict, “Electronic Brain Keeps Tab on 
11,500 Rexall Stores,’’ American Business, 24: 
12, 41-4, December, 1954. 

Larson, H. T., and A. Vazsonyi, “Data-Processor 
Requirements in Production and Inventory 
Control,” p. 48-61, Proceedings of the 1955 
Western Joint Computer Conference, New York, 
The Institute of Radio Engineers, 1955. 

Laubach, Peter B., and Lawrence E. Thompson, 
“Electronic Computers: A Progress Report,” 
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Harvard Business Review, 33: 120-28, March- 
April, 1955. 

Lessing, Lawrence P., “Computers in Business,” 
Scientific American, p. 21-5, January, 1954, 
Martin, William L., “A Merchandise Control 
System,” p. 184-91, Trends in Computers: 
Automatic Control and Data Processing, New 
York, American Institute of Electrical Engi- 

neers, 1954. 

Mitchell, Herbert F., Jr., “Electronic Computers 
in Inventory Control,” p. 61-67, Proceedings of 
the Conference on Operations Research in Pro- 
duction and Inventory Control, January 20-22, 
1954, Cleveland, Ohio, Case Institute of Tech- 
nology, 1954. 

Petty, J. E., “The Potential for Electronics in 
Banking,” Banking, 46: 52-3+-, October, 1953. 

Roman, Victor H., “Original Documents in Retail 
Accounts Receivable,” Computers in Business 
and Industrial Systems (Proceedings of the 
Eastern Joint Computer Conference, 1955), 
New York, The Institute of Radio Engineers, 
1956. 

Salveson, M. E., and R. G. Canning, ‘Automatic 
Data Processing in Larger Manufacturing 
Plants,” p. 65-73, Proceedings of the Western 
Computer Conference, 1953, New York, The 
Institute of Radio Engineers, 1953. 

Samuel, Arthur L., “Computing Bit by Bit or 
Digital Computers Made Easy,” Proceedings of 
the I.R.E., 41: 1223-30, October, 1953. 

Schmidt, W., and R. Bosak, “‘Production Sched- 
uling and Labor Budgeting with Computers,” 
p. 206-13, Electronic Data Processing in In- 
dustry; A Case Book of Management Experience, 
New York, American Management Association, 
1955. 

Shaw, Robert F., “Payroll Accounting with 
Elecom 120 Computer,” p. 54-64, Proceedings 
of the Western Computer Conference, 1953, New 
York, The Institute of Radio Engineers, 1953. 

Smith, W. W., “The Computer in Industry: I. 
Impact of the Computer on Methods,” p. 3-16, 
The Impact of Computers on Office Management, 
Office Management Series, Number 136, New 
York, American Management Association, 
1954. 

Spinning, H. M., “Calculation of Crude-Oil Run 
Tickets by Electronics,” Oil & Gas Journal, 51: 
70-71+, February 2, 1953. 

Symposium on Managerial Aspects of Digital 
Computer Installations, (Navy Mathematical 
Computing Advisory Panel Meeting, March 
30, 1953), Washington, Office of Naval Re- 
search, Department of the Navy, 1953, 36 p. 

Thomas, Walker, H., “Fundamentals of Digital 
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Computer Programming,” Proceedings of the 
I.R.E., 41: 1245-49, October, 1953. 

Thompson, T. R., “Electronic Accounting,” 
Accountancy, 65 (16 new series): 418+-, Novem- 
ber, 1954. 

Welsh, Fred E., “What We Use Our Computer 
For,” N.A.C.A. Bulletin, 36: 31-6, September, 
1954. 

Whitmore, Eugene, ‘‘“MoPac Office ‘Brain’,” 
American Business, 20: 10-11, November, 1950. 

Wiseman, R. T., “Life Insurance Premium Billing 
and Combined Operations by Electronic Equip- 
ment,” Journal of the Association for Computing 
Machinery, 1: 7-12, January, 1954. 

Woodruff, L. F., “A System of Electric Remote- 
Control Accounting,” Electrical Engineering, 
57: 77-87 (No. 2), February, 1938. 

Worthington, William B., “Business Decisions by 
Electronic Choice,” p. 22-29, Electronics in the 
Office: Problems and Prospects, Office Manage- 
ment Series, No. 131, New York, American 
Management Association, 1952. 

Young, James R., “Electronics for Bookkeeping,” 
Accountants’ Magazines 58: 334-40, June, 1954. 


SECTION C. SYSTEM ANALYSIS, APPRAISAL, 
AND REVISION 


Books 


Alden, William Lewis, and others, The Automatic 
Office; A Study of the Application of Electronic 
Digital Principles to the Awutomatisation of 
Clerical and Accounting Routines, Westboro, 
Massachusetts, Alden Systems Company, 
Alden Research Center, 1952, 46 p. 


Articles 


Blundell, K., “Effect of Electronics on Account- 
ing,” The Accountant, p. 330-32, September, 
1953. 

Calhoun, Everett S., “The Challenge of Elec- 
tronic Equipment,” N.A.C.A. Bulletin, 34: 
1267-79, June, 1953. 

Churchman, C. West, and Russell L. Ackoff, 
“Operational Accounting and Operations Re- 
search,” The Journal of Accountancy, 99: 33-39, 
(No. 2), February, 1955. 

Clippinger, Richard F., ‘Economics of the Digi- 
tal Computer,” Harvard Business Review, 33: 
77-88, January-February, 1955. 

Dell Isola, A. F., “A Detailed Feasibility Study, 
Part III An Economic Appraisal of the Proj- 
ect,” p. 97-111, Electronic Data Processing in 
Industry; A Case Book of Management Experi- 
ence, New York, American Management Asso- 

ciation, 1955. 


Drescher, Paul G., “Electronics Today: A Con. 
troller’s View,” The Controller, 20: 318-224, 
July, 1952. 

Fairbanks, Ralph W., “Electronics in the Moder 
Office,” Harvard Business Review, 30: 83-98, 
September-October, 1952. 

Forrester, J. W., “Digital Computers: Present 
and Future Trends,” Review of Electronic 
Digital Computers, Joint ATEE-IRE Computer 
Conference, 1951, New York, American Insti- 
tute of Electrical Engineers, 1952, p. 109-13, 

Gibbons, James, “Is Push-Button Accounting 
Around the Corner?” Internal Auditor, 11: 
443-53, March, 1954. 

Gregory, Robert H., “Computers and Accounting 
Systems,” Accounting Research, 6: 38-48, 
January, 1955. 

Gregory, Robert H. and Herbert Jacobs, Jr., A 
Study of the Transfer of Credit in Relation to the 
Banking System, Cambridge, Massachusetts, 
Massachusetts Institute of Technology, Dy- 
namics Analysis and Control Laboratory, 
Report No. 87, July 1, 1954, 26 p. 

Hamman, Paul E., “How Electronic Systems 
will Affect Accounting,” p. 90-99, 1954 Annual 
Meeting Papers, New York, American Institute 
of Accountants, 1954. 

Hanson, William B., “Electronic Thinking and 
Clerical Costs,” The Controller, 22: 318-9+, 
July, 1954. 

Hurni, M. L., “Some Implications of the Use of 
Computers in Industry,” THE ACCOUNTING 
REvIEW, 29: 447-55, July, 1954. 

Jeming, Joseph B., “How an Integrated Elec- 
tronic Accounting System Will Revolutionize 
Procedure,” (Excerpts from address at 20th 
annual meeting of the Controllers Institute) 
(Technical and Professional Notes) The Journal 
of Accountancy, 93: 476-7, April, 1952. 

Livesley, R. K., “Economic Use of Digital Com- 
puters,” Journal of the British Institution of 
Radio Engineers, 14: 287-91, July, 1954. 

Matz, Adolph, “Electronics in Accounting,” 
ACCOUNTING REVIEW, 21:371-9, October, 1946. 

McNeill, Russell B., “A Look at Future Develop- 
ments,” p. 231-40, Electronic Data Processing 
in Industry; A Case Book of Management Ex 
perience, New York, American Management 
Association, 1955. 

Pelej, Joseph, “How Will Business Electronics 
Affect the Auditor’s Work?” The Journal of 
Accountancy, 98: 36-44, July, 1954. : 

“The Place of the Methods Group within 

the Organization,” The Journal of Accountancy, 

98: 728-35, December, 1954. 
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Rietz, R. A., “Integrated Data Processing and 
Common Language Office Machines,” 
N.A.C.A. Bulletin, 35: 1319-20, June, 1954. 

Ridenour, Louis N., “The Role of the Computer,” 
Scientific American, 187: 116-18+, (No. 3), 
September, 1952. 

Swanson, D. R., “An Optimization Concept for 
Business Data-Processing Equipment,” p. 
43-48, Proceedings of the 1955 Western Joint 
Computer Conference, New York, The Institute 
of Radio Engineers, 1955. 

Taylor, J. C., “Data Collection as a By-Product 
of Normal Business Machine Operation,” p. 
34-41, Proceedings of the 1955 Western Joint 
Computer Conference, New York, The Institute 
of Radio Engineers, 1955. 
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Toan, A. B., Jr., “Auditing, Control, and Elec- 
tronics,” The Journal of Accountancy, 99: 
40-45, (No. 5), May, 1955. 

Warshauer, J. S., “How Does Accounting Stand 
with Electronics,” N.A.C.A. Bulletin, 34: 
965-72, April, 1953. 

Wooldridge, Dean E., “Trends in Electronic Busi- 
ness Data Systems Development,” p. 16-22, 
Trends in Computers: Automatic Control and 
Data Processing, New York, American Institute 
of Radio Engineers, 1954. 

“Trends in Electronic Business Data 
Systems Development,” p. 16-22, Trends in 
Computers: Automatic Control and Data Process- 
ing, New York, American Institute of Electri- 
cal Engineers, 1954. 
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LIST OF RESEARCH PROJECTS 
IN ACCOUNTING: 1954-1955 


SIDNEY DAVIDSON 
Director of Research 


HE 1954-1955 list of research proj- 

| ects is the sixth such list published 
since World War II.’ The annual 
figures for completed graduate student 


projects reported to the Director of Re- 
search in recent years are: 


Master’s Doctor’s 
Year Essays Dissertations 
Com pleted Completed 
1950-1951 Not available 10 
1951-1952 145 18 
1952-1953 154 28 
1953-1954 147 18 
1954-1955 138 21 


Data on research projects in 1954-1955 
were requested from 65 member schools of 
the American Association of Collegiate 
Schools of Business and 22 other colleges 


1 The earlier lists appeared in the July 1951, January 
1952, April 1953, April 1954 and April 1955 issues of 
THE ACCOUNTING REVIEW. 


and universities that offer graduate train. 
ing in accounting. The lists for earlier 
years were made up from responses to 
mailings to comparable rosters of schools, 

Abstracts of many of the doctoral 
dissertations listed here will appear in 
subsequent issues of THE ACCOUNTING 
Review. Copies of doctoral dissertations 
and master’s essays can be secured in 
many cases on interlibrary loan from the 
library of the school where they were sub- 
mitted. Even where copies cannot be 
withdrawn, university libraries can usually 
supply photostatic copies or microfilm re- 
productions at reasonable costs. 

The subjects classification used for pre- 
vious published lists of research projects 
is continued in this listing. Each project is 
listed only under one classification, al- 
though several might well be classified 
under two or more headings. 


SUBJECT CLASSIFICATION 


I. THEORY OF ACCOUNTING 
A. Income Determination 
B. Price Level Changes 
C. Inventory Pricing and Valuation 
D. Fixed Asset Valuation and Depreciation 
E. Intangibles 
F. Investments 
G. Current and Fixed Liabilities 
H. Income Distribution 
I. Capital Stock and Surplus 
J. Partnership Problems 
K. Other 

II. History oF ACCOUNTING 

III. Reports AND STATEMENTS 

A. Financial Statements-General 
B. Consolidated Statements 
C. Analysis of Statements 


D. Other 
IV. Pusiic ACCOUNTING 
A. Auditing 


B. Profession of Accounting 
C. C.P.A. Examinations 
D. Selection of Personnel 
E. Other 
V. ACCOUNTING FOR INDUSTRIAL, MERCAN- 
TILE AND FINANCIAL ENTERPRISES 
. Accounting Systems 
. Budgeting 
Cost Accounting-Manufacturing 
. Cost Accounting-Distribution 
. Controllership and Managerial Ac- 
counting 
. Internal Auditing 
. Case and Industry Studies 
. Machine Methods 
I. Other 


VI. AccounTING FoR Non-Profit ENTER- 


PRISES 
A. Governmental Accounting 
B. Institutional Accounting 
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C. Fiduciary Accounting 
VII, LEGAL AND GOVERNMENTAL ASPECTS OF 
ACCOUNTING 
A. Taxation 
B. Regulation 
C. Contracts and Contract Renegotiation 
D. Other 


Research Projects 
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VIIT. REORGANIZATION AND LIQUIDATION 

A. Insolvencies and Bankruptcies 

B. Capital Readjustments and Reorgani- 
zations 

IX. EDUCATION 

X. MISCELLANEOUS 


I. THEORY OF ACCOUNTING 
A. INCOME DETERMINATION 
Doctors 


Accounting Aspects of Self-Insurance Programs, 
Leslie R. Loschen, University of Washington 
(In Progress) 

Capital Maintenance and Its Implications in In- 
come Determination, B. L. Forbes, University of 
Illinois, (In Progress) 

The Effect of Inflation on Depreciation and the 
Computation of Income of Public Utilities for 
the Years 1940 to 1953, Harold J. Bierman, 
University of Michigan, 1955. 

Matching Revenues with Costs, Reed Storey, 
University of California, (In Progress) 

Non-Manufacturing Costs and the Period Con- 
cept: An Examination of Present Business 
Practice and Its Effect on Economic Analysis, 
Richard S. Woods, University of Pennsylvania 
(In Progress) 


Masters 


Accounting Principles, Maria V. R. Pugliese, 
College of the City of New York, 1955 


The Nature o! ve Measurement in Account- 
ing, Donal , University of Illinois, 
1955 

B . CHANGES 
Doctors 
Accounting and Changing Prices, John W. 


Coughlan, The Johns Hopkins University, 1955 

The Effect of Changing Price Levels on Account- 
ing with Special Reference to an Automotive 
Company, Warren Asquith Howe, The Ohio 
State University, (In Progress) 

The Significance of the Effect of Price Level 
Fluctuation on Accounting Data, Bernard F. 
Aschbacher, University of Illinois, (In Progress) 


Masters 


The Application of Price Index Numbers to the 
Financial Statements of a Municipally Owned 
Public Utility, Frederic Augustin Brett, Uni- 
versity of Alabama, 1955 

Depreciation Adjustments under Changing Price 


Levels; The Record of a Real Estate Owner 
Guy A. Devine, University of California, 1954 


C. INVENTORY PRICING AND VALUATION 
Doctors 


Effectiveness of Lifo Inventory, John E. Cham- 
pion, University of Michigan, (In Progress) 


D. FIXED ASSET VALUATION AND DEPRECIATION 
Doctors 


The Effects of Accelerated Depreciation on Busi- 
ness Policy, Dale S. Harwood, Jr., University of 
Washington, (In Progress) 

Emergency Plant Facilities in a Defense Econ- 
omy, David A. Thomas, University of Michigan, 
(In Progress) 


Masters 


Accounting for Site Value Costs, Andre L. Pinac, 
Louisiana State University, 1955 

Adjustment of Prior Years Depreciation, George 
J. Chorba, Temple University, 1955 

A Critical Analysis of Accelerated Depreciation, 
Chen-Yang Wu, University of Illinois, 1955 


Faculty Research 
Depreciation, Replacement and Growth, F. E. 
Gillis and J. B. Henderson, Massachusetts Insti- 
tute of Technology, 1955 
E. INTANGIBLES 
Doctors 


A Study of Accounting Practices for Intangible 
Assets, Bevie T. Sanders, University of Texas, 
(In Progress) 


Masters 


The Proper Valuation of Intangible Assets, Wyke 
Trent Turpin, Southern Methodist University, 
1955 


I. CAPITAL STOCK AND SURPLUS 
Doctors 


Accounting Theory and Practice Concerning the 
Use of Net Worth Reserves 1900-1950, Donald 
H. Skadden, University of Illinois, 1955 
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A Study of Factors Influencing the Accounting 
Concept of Surplus, B. L. Barnes, University of 
Illinois, (In Progress) 


K. OTHER 
Doctors 


Accounting and Financial Problems of Executive 
Stock Option Plans, Daniel L. Sweeney, Uni- 
versity of Michigan, (In Progress) 

Accounting Period Theory and Analysis, Colin 
Park, University of Chicago, 1955 

Adaptability of Accounting to Different Social 
Systems, E. J. DeMaris, University of Illinois, 
1955. 

An Analysis of Annual Reports of Selected In- 
dustrial Corporations for a Compliance with 
Certain Criteria of ARB #43, Edgar Ben Yager, 
Indiana University, (In Progress) 

Concepts of Cost in Changes of Ownership, 
Garland C. Owens, Columbia University, (In 
Progress) 

A Critique of the Criticisms of Accounting made 
by Economists, Labor Leaders and Manage- 
ment, W. C. Flewellen, Jr., Columbia Univer- 
sity, (In Progress) 

The Going Concern Concept in Accounting, 
Dorsey E. Wiseman, University of Illinois, (In 
Progress) 

Influence on Accounting by Concepts in Allied 
Fields, Broadus E. Sawyer, New York Uni- 
versity, 1955 

The Proprietary Theory and the Entity Theory 
of Corporate Enterprise, Arthur T. Roberts, 
Louisiana State University, 1955 

Return on Investment, Edward James Blakely, 
University of Texas, (In Progress) 

A Summary and Evaluation of Selected Terms of 
Variable Usage in Financial Accounting, 
Frank A. Singer, Indiana University, 1955 


Masters 


Accounting Aspects of Property Self-Insurance, 
Kenneth F. Schuba, University of Illinois, 1955 

Accounting for Fire Losses, Edward N. Byas, 
College of the City of New York, 1955 

Accounting for Long Term Construction Proj- 
ects, Leo Kuperschmidt, College of the City of 
New York, 1955 

The Conversion of Revenue and Expense Ac- 
counts in Foreign Trade Operations, S. Gilbert 
Young, University of Pennsylvania, 1955 

The Development of the Installment Method of 
Accounting, Lyle Jacobsen, University of 
Nebraska, 1955 

The Natural Business Year, J. Curtis Spell, 

Louisiana State University, 1955 
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II. HISTORY OF ACCOUNTING 
Masters 


The Development of Depreciation as Cost Amor. 
tization in the United States (1900-1949) 
Helmi Mahoud Nammer, University of Illinois 
1955 

A Study of the Chartered Accountants of Scot. 
land, England and Wales, Herbert Frederick 
Kleinkauf, Long Island University, 1955 


Ill. REPORTS AND STATEMENTS 
A. FINANCIAL STATEMENTS—GENERAL 
Doctors 


A Study of the Function of the Corporate Balance 
Sheet, Robert Schlosse, University of Illinois 
1955 

Masters 

Accounting Reports, Thomas E. Kvetkas, Tk 
George Washington University, 1955 

Disclosure of Asset Valuation in Corporate An- 
nual Reports, Charles Bedford Ponder, Agri- 
cultural and Mechanical College of Texas, 1955 

The Modern Balance Sheet: Construction, Ter- 
minology, and Presentation, Frank Joseph 
Waters, College of the City of New York, 1954 

Nature and Scope of Modern Corporate Report: 
ing, David O. Jenkins, Catholic University of 
America, 1955 

Preparation of Financial Statements from Farm 
and Livestock Records, John S. Almeida, Uni- 
versity of Florida, 1955 

Public Accountants’ Reports for Credit Purposes, 
Phayom Bhavilai, University of Illinois, 1955 


B. CONSOLIDATED STATEMENTS 


Doctors 


A Critical Analysis of Contemporary Accounting 
Thought on Consolidated Reports, R. E. 
Karrenbrock, University of Illinois, (In Prog- 
ress) 

Masters 


Elimination of Intercompany Profits in Inven- 


tories in the Preparation of Consolidated ; 


Financial Statements, Harold H. Bach, Jr, 
The Ohio State University, 1955 

A Study of Some Current Problems in Con 
solidated Statements, Suthee Singhasaneh, 
University of Illinois, 1955 


C. ANALYSIS OF STATEMENTS 
Doctors 
The Historical Development of the Use of Ratios 
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in Financial Statement Analysis to 1933, Sister 
Isadore Brown, Catholic University of America, 
1955 

Implications for Accountants of the Uses of 
Financial Statements by Security Analysts, 
Charles T. Horngren, University of Chicago, 
1955 


Masters 


A Comparative Analysis of a Balance Sheet for 
the Oil Industry, Mary Lee Roberts, Southern 
Methodist University, 1955 


D. OTHER 
Doctors 


A Reformation of the Theories of the Funds 
Statement, Howard Daniels, University of 
Texas, (In Progress) 

A Study of Notes to Financial Statements in 
Corporate Annual Reports, T. G. Secoy, Uni- 
versity of Illinois, (In Progress) 

A Study of the Statement of the Application of 
Funds, Jack J. Kempner, The Ohio State Uni- 
versity, (In Progress) 


Masters 


Disclosure in Financial Statements, Robert 
William Taylor, College of the City of New York, 
1955 

Post Balance Sheet Events and Transactions, 
James Anthony Butt, Jr. Catholic University of 
America, 1955. 


IV. PUBLIC ACCOUNTING 
A. AUDITING 
Doctors 


History of Auditing from 1914 to 1954, Allan T. 
Steele, University of Texas, (In Progrest) 


Masters 


An Analysis of the Relative Reliability of the 
Various Types of Audit Evidence, Floyd 
Windall, University of Illinois, 1955 

A Comparison of English and American Auditing 
According to the Latest Editions of Dicksee 
and Montgomery, James H. Turner, Jr., Uni- 
versity of Alabama, 1955 

A Critical Analysis of Audit Reports Prepared by 
Certified Public Accountants, Robert K. Lees, 
Drake University, 1955 

A Description and Appraisal of Statistical Tech- 
niques Applicable to Accounting, Donald M. 
Sackenoff, College of the City of New York, 1955 

Disclosure of Events Occurring Subsequent to the 
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Balance Sheet Date, Seymour Levy, College of 
the City of New York, 1955 

The Independent Auditor’s Review of Internal 
Control for Inventories, Chester C. Libucha, 
University of Pennsylvania, 1955 

Relationship Between Internal and External 
Auditors, Jack I. Grable, Louisiana State Uni- 
versity, 1955. 

The Use of Auditing Procedures as Aids in the 
Prevention and Detection of Employee Frauds, 
Arthur M. Gaelick, College of the City of New 
1955 


B. PROFESSION OF ACCOUNTING 
Doctors 


Comparison of Accounting with Other Professions 
in the United States, William E. Wright, 
University of Texas, (In progress) 

Legal Liability of Public Accountants, Roland 
F. Salmonson, University of Michigan, (In 
Progress) 


Masters 


An Analysis and Evaluation of Decisions Made 
by the Courts on Matters Involving Negligence 
of Public Accountants and Their Liability 
Therefor, Julian M. Gordon, University of 
Pennsylvania, 1955 

Concepts and Problems in the Professional Ethics 
in Public Accounting, Robert J. Appel, Uni- 
versity of Pennsylvania, 1955 

The Development of a Concept of Professional 
Ethics in Public Accounting, Martin N. Colton, 
University oj Illinois, 1955 

The Influence of the McKesson and Robbins 
Case on the A.I.A. Statements on Auditing 
Procedure, Panas Simasathien, University of 
Illinois, 1955 


D. SELECTION OF PERSONNEL 
Masters 


Analysis of the Duties, Educational and Personal 
Requirements of Junior Accountants in Austin 
and Houston, Texas, James Logan Templeton, 
Jr., University of Texas, 1955 


V. ACCOUNTING FOR INDUSTRIAL, 
MERCANTILE AND FINANCIAL 
ENTERPRISES 
A. ACCOUNTING SYSTEMS 
Masters 


Accounting for Costs of Industrial Pension Plans, 
Harris Lee Keller, University of Texas, 1955 
Accounting for Pensions and Profit Sharing 
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Plans, Robert M. Belsky, College of the City of 
New York, 1955 

Accounting Problems and Systems of the Domes- 
tic Relations Court, Augustus C. La Lumia, 
College of the City of New York, 1955 

Accounts Payable Accounting Procedures, Joseph 
F. Armstrong, Temple University 1955 

Fixed Property Record-Keeping for Accounting 
and Control, Charles F. Manning, Temple 
University, 1955 

A Study of the Internal Control Measures Ap- 
plicable to Cash Receipts Resulting from Re- 
tail Product Sales, Theron R. Beeson, Umiver- 
sity of Illinois, 1955 

Western Hemisphere Trade Corporations, C. 
Paul Brubaker, Jr., University of Pennsylvania, 
1955 

B. BUDGETING 
Doctors 

A Survey and Analysis of Budgetary Practices 
and Procedures in Leading Companies of the 
United States, Burnard H. Ford, University of 
Texas, (In Progress) 


Masters 


Administration of Budgets in Manufacturing In 
dustries, Per Olov Wicknertz, University of 
Illinois, 1955. 

Budgetary Control of Production Costs, Leonard 
Mintzes, College of the City of New York, 1955 

Budgeting Problems Characteristic of Airline 
Companies, Vernon E. Leverson, Drake Uni- 
versity, 1955 

Development of a Budget Program for a Lumber 
Creosoting Company, John Deam Vale, Tulane 
University, 1955 

The Preparation and Use of a Budget for Drilling 
Wells in the Oil Industry, Carl Webb Perritt, 
Tulane University, 1955 

The Use of Variable Budgets in Charging Burden 
to Production and Controlling Burden Costs, 
Garry Lamar Gummelt, University of Texas, 
1955 


Cc. COST ACCOUNTING-MANUFACTURING 
Doctors 


Assembly Cost Techniques and Procedures Em 
ployed in Selected Industrial Aircraft Com- 
panies, James Henry Key, University of Texas, 
(In Progress) 

Cost and Pricing Practices in Iron and Steel In- 
dustry in the U. S. and Their Application to 
India, Kesav Pillai, New York University, 1955 

Managerial and Accounting Significance of Fixed 
and Variable Costs, Richard Lee Brummet, 

University of Michigan, (In Progress) 
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A Study of Differential Costs as a Basis fo, 
Managerial Decisions, Adrian Franklin Murph, 
University of Texas, 1955 

The Variables Which Affect Costs and How 
Economists and Managers Evaluate the Effect 
of the Variables in the Determination of Pro. 
duction Functions and Standard Costs, Walter 
P. Kennon, University of Chicago, 1954. 


Masters 


Accounting and Costing for Magazine Publishers, 
John Smith Bailey, College of the City of New 
York, 1955 

An Adequate Standard Cost for Manufacturing 
Production Costs, John J. Mullahy, University 
of Pennsylvania, 1955 

An Analysis of the Potential Application of 
Standard Costs in the Aircraft Industry, 
Philip Joseph Koen, Southern Methodist Uni- 
versity, 1955 

Comparative Utility of Direct Costing and Alter- 
nate Methods in Internal and External Indus- 
trial Reporting, J. Don Jones, Louisiana State 
University, 1955 

Direct Costing—An Accounting System or Tool 
for Management, Alfred A. Liebman, Uniter- 
sity of Pennsylvania, 1955 

Establishing a Maintenance Cost Control Pro- 
gram for the New Maintenance Department of 
an Established Steel Company, Jean Walker 
Christy, Washington University, 1954 

Standard Costs in the Brewing Industry, Gabriel 
J. Mancera University of Pennsylvania, 1955 


D. COST ACCOUNTING-DISTRIBUTION 
Doctors 


Measurement of Profitability by Departments 
and Commodity Groups in Independent Retail 
Drug Stores, Robert G. Cox, University of 
Pennsylvania, (In Progress) 


Masters 


An Analysis of Delivery Costs, Isaac Goldin, 
College of the City of New York, 1955 

An Evaluation of Functional Cost Standards in 
Distribution Costing, Carroll E. Frederickson, 
University of Illinois, 1955 

Selling and Distribution Costs—A Direct Cost 
Approach, Raymond D. Crawford, University 
of California, 1955 


E. CONTROLLERSHIP AND MANAGERIAL 
ACCOUNTING 
Doctors 


Estimation of Costs and Construction of Dynamic 
Break Even Charts by Statistical Techniques 
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of Simultaneous Estimation, Takehiko Mat- 
guda, Carnegie Institute of Technology, (In 
Progress) 

Use of Accounting Information in the Settlement 
of Wage Disputes, Norman S. Cannon, Colum- 
bia University, (In Progress) 


Masters 


Break Even Analyses—Their Development and 
Uses, Francis J. McGurr, The Ohio State Uni- 
versity, 1955 

The Certified Public Accountant in Business 
Management, J. W. Mitchell, Jr., Southern 
Methodist University, 1954 

The Control of Service Department Expenses in 
Department Stores, Garnett F. Beazley, Jr., 
University of Pennsylvania, 1955 

A Critical Analysis of Managerial Accounting, 
Stuart C. Dew, Jr., University of Pennsylvania, 
1955 

Direct Cost Accounting as an Aid to Manage- 
ment, Kern K. Kernan, Michigan State Uni- 
versity, 1955 

Responsibility Accounting, William W. Bolen, 
The Ohio State University, 1955 

Suggestions for Effective Use of Standard Costs 
in a Small Manufacturing Company, Esteban 
Oh, Washington University, 1955 

The Usefulness of Various Kinds of Fixed Cost 
Information for Selected Managerial and Other 
Purposes, Gordon E. Bell, University of Florida, 
1955 

What Can Accounting do for Small Business, 
Joseph L. Kearney, University of Pennsylvania, 
1955 

Faculty Research 


Studies in Inventory Management, Group Project 
—Accounting and Statistics Faculty, Massa- 
chusetis Institute of Technology, (In Progress) 

System Design to Develop Data Useful in In- 
ventory Control, Myron J. Gordon, Massa- 
chusetts Institute of Technology, (In Progress) 


Other 


Cost Analysis of Newspaper Composing Room 
Operations, Sidney Davidson, The Johns Hop- 
kins University, (In Progress) Sponsored by 
Institute of Newspaper Operations. 


G. CASE AND INDUSTRY STUDIES 


Doctors 


Cost Accounting for Lumber Industries of Ar- 
kansas, Nolan Williams, University of Texas, 
(In Progress) 

The Theory and Techniques of Cost Accounting 
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in the Hosiery Industry, Albert W. Patrick, 
University of Michigan, 1955 


Masters 


Accounting for Farmers’ Cooperative Cotton 
Gins in Texas, Thomas Edwin Roberts, 
Southern Methodist University, 1955 

Accounting for Independent Oil Producers, 
Ramond Leslie Hess, Tulane University, 1955 

Accounting for Ownership in Oil and Gas Proper- 
ties, Ben H. Ahrens, University of Tulsa, 1955 

Accounting Methods and Problems in the Factor 
Business, Joseph James Rizzo, College of the 
City of New York, 1954 

Accounts Payable in the Construction Industry 
and Schedules, Demetrios Koregelos, Univer- 
sity of California, 1954 

A Case Study of the Accounting Problems of a 
Medium Size Milk Processing and Distributing 
Plant, Percy Baxter Yeargan, University of 
Aiabama, 1955 

Small Business Accounting Systems Applied to 
Dry Cleaning Establishments, Frank E. 
Geleskie, Pennsylvania State University, 1955 


H. MACHINE METHODS 
Masters 


Accounting Use of Electronic Machines, Charles 
E. Wieser, The Ohio State University, 1955 

The Effects of the Development of Electronic 
Accounting Devices on the Practice of Account- 
ing, William J. Lester, University of Florida, 
1955 

The Selection of Mechanical Office Equipment for 
a Small Retail Firm, Donald M. Cahill, Jr., 
University of Tulsa, 1955 

A Survey of Electronic Accounting, Emanuel 
Treitel, University of California, 1955 

A Survey of Electronics for Accounting, Philip 
Fess, University of Illinois, 1955 

The Use of Accounting Machines as Cost Savings 
Devices, Frank J. Stass, Tulane University, 
1954 


Faculty Research 


Computers and Accounting Systems, Robert H. 
Gregory, Massachusetts Institute of Technology, 
(In Progress) 


Research Bureau Project 


Comparative Analysis of Automatic Data Proc- 
essing Equipment, C. Dudley and E. L. 
Wallace, Harvard University, (In Progress) 

Production and Order Control by Automatic 
Data Processing, E. L. Wallace, Harvard Uni- 
versity, 1955 
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Graduate College Research Project 


Business and Commercial Applications of Elec- 
tronic Computers, Richard F. Peirce, Univer- 
sity of Illinois, 1955 


I. OTHER 
Doctors 


Cost Accounting-Engineering Aspects of Setting 
Predetermined Costs, Marvin Eugene Gholson, 
University of Texas, (In Progress) 

Decision Costs—Costs Used in Management 
Decisions, Philip T. Meyers, University of 
Texas, (In Progress) 

Production Waste—Its Nature and Its Account- 
ing, Harold Edward Paddock, University of 
Texas, 1955 


Masters 


Inventory Control in Large Department Stores, 
Paul C. Rosenberg, College of the City of New 
York, 1955 

Payroll Systems as Aids in the Determination and 
Control of Costs, Harold N. Krohnengold, 
College of the City of New York, 1955 


VI. ACCOUNTING FOR NON-PROFIT 
ENTERPRISES 


A. GOVERNMENTAL ACCOUNTING 
Doctors 


Accounting, Costing and Pricing at T.V.A., Vern 
H. Vincent, University of Michigan, (In Prog- 
ress) 

Accounting Functions in the Financial Adminis- 
tration of State Governments, Milford Kellogg, 
University of Illinois, 1955 

An Accounting System and Audit Program for 
Georgia Counties, Homer Black, University of 
Michigan, (In Progress) 

Administration of the Purchasing Function in 
State Governments, Ed. S. Lynn, University of 
Texas, 1955 


Masters 


Accounting Practices of Villages and Cities of the 
Fourth Class in St. Louis County, Charles W. 
Mattox, Washington University, 1955 

Budgeting and Accounting under the Navy In- 
dustrial Fund. A Study of Budgeting and Ac- 
counting at the San Francisco Naval Shipyard, 
Charles F. Louis, University of California, 1955 

A Case Study of the Operation of Working Capi- 

tal Funds in the Army Ordnance Corps, 

Charles R. Woodside, University of Pennsyl- 

vania, 1955 


Control of Pay in the Army in Combat Areas, 
Stephen F. Dodd, University of Pennsylvania, 
1955 

Cost Accounting for City X’s Sewage Operations, 
Melvin Banks, Jr., Temple University, 1955 

A Critical Analysis of the Army Stock Fund Ac- 
counting System, John B. Sperry, University of 
Pennsylvania, 1955 

Department of the Army Accounting for the 
Payment of Premiums on National Service 
Life Insurance to the Veterans Administration, 
William E. Davis, University of Pennsylvania, 
1955 

A Review and Critique of the Progressive Formu- 
lation and Implementation of the Army Ac- 
counting System, Raymond D. Pearsall, Uni- 
versity of Pennsylvania, 1955 

A Study of Air Force Budgeting and Accounting 
as Represented in the Western Air Defense 
Force, Wilma F. Otterbein, University of Cali- 
fornia, 1954 

A Study of School District Audits in California, 
Harold E. Bauman, University of California, 
1955 

Utilization of Cost Accounting by Municipalities, 
James E. Hopkins, Temple University, 1955 


B. INSTITUTIONAL ACCOUNTING 
Doctors 


The Organization and Utilization of Accounting 
Data for Managerial Purposes in General 
Hospitals, Robert E. Linde, University of 
Michigan, (In Progress) 


Masters 


Allocation of Institutional Overhead to Govern- 
ment Contracts, Merle F. Lundberg, University 
of California, 1955 

The Budget as a Tool for Management of Edu- 
cational Institutions, Benson S. Massey, Uni- 
versity of Illinois, 1955 

Cost Analysis in Higher Education, Harold B. 
Lawler, University of Illinois, 1955 

Selected Aspects of the Accounting System and 
Controls of Stillman College, Tuscaloosa, 
Alabama, Freddie Lee Perdue, University of 
Alabama, 1955 

Tax Exempt Foundations, Sheldon Chertow, 
Michigan State University, 1955 


Other 


A Study of Hospital Operations, Under direction 
of T. M. Hill and M. J. Gordon, Massachusetts 
Institute of Technology, (In Progress) Sponsored 
by Peter Bent Brigham Hospital and Harvard 
Medical School 
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VII. LEGAL AND GOVERNMENTAL Business Concentration, Alvin George Boeger, 
ASPECTS OF ACCOUNTING Southern Methodist U niversity, 1955 
Estate Planning with Particular Reference to 


A. TAXATION Federal Taxation, Harry Solomon, College of 

Doctors the City of New York, 1954 
; An Examination of Certain Instances in Which 
Accounting, Economic and Financial Implica- thee Code of 


tions of Section 102 of the Internal Revenue come Tax Accounting to More Closely Conform 

Code, Elton TeKolste, University of Michigan, with Generally Accepted Accounting Principles 

(In Pro gress) and Practices, John T. Weatherwax, University 
Accounting for Tax Differences Arising from of Kansas, 1955 

Filing Consolidated Tax Returns, Dale H. Federal Income Tax Aspects of Family Partner- 

Taylor, N ortinwestorss U aid: (In Progress) ships with Particular Reference to the Revenue 
Percentage Depletion in the Oiland Gas Industry, Act of 1951, Orville W. Glass, Jr., University of 

Peter A. Firmin, University of Michigan, (In Pennsyloania 1955 

Progress) ee Federal Tax Accounting versus Uniform Account- 
A Study of Certain Differences Between the Ac- ing Techniques, Leonard De Rosa, Lehigh 
counting and Tax Determination of Business 1955 
The Federal Tax Status of Corporate Reorgani- 

zations, Richard Fisher Pierce, University of 
A Study of the Use Being Made of Liberalized Illinois. 1955 
Depreciation Methods Under the 1954 Reve- Redisal inthe of Dividends Received by 
nue Code, Leo A. Poland, Indiana University, Individuals, Robert Kissel, College of the City 
’ 
 ~ssenggern able I Richard L. Wil of New York, 1955 
neory oF *axadle “ncome, Michare Income Tax and Accounting Aspects of Deferred 
Western Hemisphere Trade Corporations—A University of Pennsyloania 1955 
Facet of Foreign Trade . nd U. S. Tax Policy, Oil and Gas Problems under the Federal Income 
Samuel R. Sapienza, University of Pennsyl- Tax Law, Sidney Garfinkel, College of the City 


vania, (In Progress) of New York, 1954 
a Problems of Tax Treatment of Foreign Income 
; with Special Consideration to the United 
Accounting Principles and Taxation, Leo Terr, States-Netherlands Tax Treaty, Edgar J. 
College of the City of New York, 1955 Braun, University of California, 1955 
An Analysis of the 1954 Federal Income Tax A Review of Tax Avoiding Arrangements Involv- 
Changes Significant in Income Determination, ing Closely-Held Corporations, Thomas F. 
Garald C. Brown, University of Illinois, 1955 Barfield, Jr., University of Alabama, 1955 
Capital Recovery in the Extractive Industries Some Aspects of Accounting for Taxable Income, 
under Federal Income Tax Law and Regula- Robert Lee August, University of Alabama, 
tions, Henry Shulman, University of Pennsyl- 1955 
vania, 1955 Special Tax Problems of Oil and Gas Depletion, 


Collapsible Corporations Provisions on Building William N. Sheehan, University of Tulsa, 1955 
Real Estate and Other Applicable Industries, Tax Incentives for Heavy Metal Industries, 
Milton Munowitz, College of the City of New Allan Avidon, College of the City of New York, 
York, 1955 1955 

Deferred Compensation Devices Under the Fed- Tax Savings on the Sale or Exchange of Real 
eral Income Tax Laws, Samuel A. Colin, Col- Property, Ernest W. O’Brien, College of the 


lege of the City of New York, 1955 City of New York, 1955 
Differences in Net Income for Accounting and The Taxability of Stock Dividends—A Legal and 
Federal Income Taxes—Prior to and Subse- Ecorsmic Analysis, Nelson B. Seidman, The 


quent to the 1954 Revenue Code, David W. Johns Hopkins University, 1955 
Hepworth, University of Pennsylvania, 1955 Taxability of Transactions Between Related 


Disregard of the Corporate Entity in Federal In- Taxpayers, Howard H. Serlin, College of the 
come Taxation, Nathan Graf, College of the City City of New York, 1954 
of New York, 1954 Treatment of Forgiveness of Indebtedness Under 


Effect of Accumulated Earnings Tax (Sec. 531, the Federal Tax Laws, Walter Tompesku, 
LR.C. of 1954; Sec. 102, I.R.C. of 1939) on College of the City of New York, 1955 


e 


B. REGULATION 
Doctors 


Cash Working Capital Requirements in Regu- 
lated Companies, Jack H. Matthews, Indiana 
University, (In Progress) 

The Influence of the Securities and Exchange 
Commission upon the Practice of Auditing, 
William E. Whittington, University of Illinois, 
(In Progress) 

A Study of the Influence of the Securities and 
Exchange Commission on the Development of 
Accounting Theory, C. G. Shoeffler, University 
of Illinois, (In Progress) 

Theory and Practice of Regulation of Rate of 
Return of Privately Owned Electric Utilities, 
William C. Tuthill, University of Michigan, (In 
Progress) 


Masters 


Accounting Requirements Under Federal Securi- 
ties Requirements, Carmelo J. Infosino, The 
George Washington University, 1955 

Attitude of Courts and Governmental Regulatory 
Bodies Toward Straight-Line Depreciation in 
Utility Companies, Patrick L. Whittle, Wash- 
ington University, 1955 

Comparative Study of Effects of Operating Costs 
on Rate Making for Railroads and Airlines in 
the Freight Carrying Field, Walter Borman, 
College of the City of New York, 1955 

The Influence of the Securities and Exchange 
Commission on the Standard of Full Disclosure, 
Hermann Kaiser,* University of Pennsylvania, 
1955 


Faculty Research 
Cost Justification Cases under the Robinson- 
Patman Act, H. F. Taggart, University of 
Michigan, (In Progress) 
C. CONTRACTS AND CONTRACT RENEGOTIATION 
Masters 


Defense Contract Pricing, Joseph C. Cruden, The 
George Washington University, 1955 
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Price Redetermination of Government Defense 
Contracts, Philip M. Manieri, Temple Unj- 
versity, 1955 

Tax Considerations in Government Ownership 
Contracts, Max Weiner, College of the City of 
New York, 1955 


VIII. REORGANIZATION AND LIQUIDATION 
Doctors 


Quasi-Reorganizations and Other Major Ac- 
counting Adjustments, James S. Schindler, 
University of Michigan, 1955 


Masters 


Accounting for the Valuation of Tangible Fixed 
Assets in Reorganizations and Consolidations, 
Albert J. Malek, College of the City of New 
York, 1955 


IX. EDUCATION 
Masters 


An Analysis and Evaluation of Some High School 
Bookkeeping Textbooks Published in U. S. 
Since 1934, Elaine Uthe, Catholic University of 
America, 1955 

An Analysis of Undergraduate Accounting Cur- 
ricula in Selected Schools of Business, Fred- 
erick M. Glotzer, University of Pennsylvania, 
1955 

Application of Case Method to Teaching of Ac 
counting, Harold Wyman, University of Wash- 
ington, 1955 


X. MISCELLANEOUS 


Doctors 


Financial Accounting and Managerial Account- 
ing: Some Points of Contrast, Kullervo Louhi, 
University of Chicago, 1955 


Masters 


A Study of Social Accounting and National In- 
come Statistics, Peter R. Ortalli, College of the 
City of New York, 1955 
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REPORT OF THE PRESIDENT 


WILLARD J. GRAHAM 


the Banquet Session of the Annual 

Convention last fall may remember 
that the President threatened you with a 
long speech about Association activities. 
You were “saved by the bell”; the many 
other and more interesting features of the 
program consumed all the available time 
and the President was forced to restrict his 
remarks to a reasonable minimum. But 
this was only a reprieve; this report con- 
tains much of what was planned for that 
occasion. 


Ne Those of you who attended 


writing; but it illustrates the point I want 
to make. 

This tuba player had never missed a 
concert; the introduction of union rules, 
however, changed all of this, and he found 
it necessary to take a night off now and 
then; on his very first free night, strangely 
enough, he went to hear the concert. The 
next day he was telling a friend about it. 

“You know,” he said, “that was the 
most amazing experience I ever had. Now 
take, for example, The Stars and Stripes 
Forever; to me, that had always been 


Daa, da da daa, da da~daaaaaa, da 


In this somewhat different annual re- 
port I wish to talk to you a bit about the 
activities of The Association, to indicate 
to you the relatively minor role of the 
President, to describe some of the year’s 
activities, and to explain who is responsible 
for the progress made and the success 
achieved. 

One of the principal advantages of being 
president is that for the first time one gets 
a clear perspective of the whole organiza- 
tion—its body politic, its objectives, its 
organization and its method of operation. 
To illustrate this point, I want to tell 
you the story about the tuba player. This 
is an old story; it is not even a very good 
story; it is better told orally than in 


297 


Um faUm fa Um fa 


but actually it goes like this 


da daa, da 


daaaaaa 


(The superiority of a vocal rendition is 
obvious.) 

Now, what does all of this have to do 
with the activities of The Association? I 
shall try to establish a connection. 


STATISTICS ON MEMBER PARTICIPATION 


First, here are a few statistics which are 
pertinent: 

We now have some 6,200 members in 
The Association. 

There are 10 members of the Executive 
Committee—7 officers elected each year 
and 3 past presidents (of course our Edi- 
tor ‘‘doubles in brass,” first as President 
and now as Past-President). 

There are 20 chairmen of committees, 


* * 
Tho. 
| 
Um fa Um fa ee 
A. Trio. > 
da daa, da, 
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excluding the state membership chairmen. 
Serving on these 20 committees, there are 
about 100 other Association members. 

There are about 60 state membership 
chairmen and at least 200 other members 
who work on various membership com- 
mittees. 

There are perhaps 10 members who rep- 
resent the Association in various capac- 
ities, including liaison with other organiza- 
tions. 

There were 70 persons on the program 
at the Annual Convention. 

There are 6 members on the editorial 
staff of THe ACCOUNTING REVIEW and 2 
more are to be added this year. Each 
year, about 65 persons write articles for 
THE REviEw, and about 65 write book 
reviews. 

At the moment, there are about 50 
members preparing theory questions for 
the CPA examination. 

This represents a total of over 650 in- 
dividual participations in the activities of 
The Association. Because some members 
participate in more than one activity, it is 
necessary to eliminate some duplication; 
but this still leaves a total of over 500 
different persons who perform some kind 
of service for The Association each year. 
Even this total does not include the mem- 
bers who read and appraise manuscripts 
for our Editor, or who send in “Associa- 
tion Notes” to THE REviIEw or who send 
research topics or thesis abstracts to the 
Director of Research or who reply to 
various questionnaires sent out by com- 
mittee chairmen in connection with their 
operation. 


ACTIVITIES OF OFFICERS AND COMMITTEES 


Now, let’s come back to the tuba player 
and the band. Most of these 500 persons, 
or at least many of them, see the Associa- 
tion primarily from a single vantage point. 

For example, the Membersh1p Chairmen, 
National and State, think only of mem- 
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bers; to them the life blood of The Associa. 
tion is more members—both regular and 
associate; and from their point of view, of 
course, they are right. If they didn’t 
feel that way, they would not be good 
membership chairmen, and the member. 
ship would not have increased some 1,200 
members this year. 

On the other hand, the Secretary. 
Treasurer thinks primarily in terms of 
finance and control: more dues, more 
subscriptions, more advertising; ‘‘we must 
hold down the cost of THE REVIEw and 
of the various committee operations.” 
And from his vantage point, he too is right. 
If he didn’t operate this way—and effec- 
tively, too—we would have an even bigger 
deficit this year than our extensive activ- 
ities, including the publication of Readings 
in Cost Accounting and Budgeting and the 
Membership Roster, have probably 
created. (Addendum: A letter just re- 
ceived from the Secretary-Treasurer indi- 
cates the possibility of a “profit’’—at- 
tributable primarily to a larger member- 
ship, and more subscriptions to THE 
REVIEW.) 

The Chairmen and members of the two 
Concept Committees—Accounting Con- 
cepts and Standards, and Cost Accounting 
Concepts and Standards—consider the pri- 
mary function of The Association to be 
the development of sound “principles” 
and their publication. As a result of their 
devotion to this objective, major progress 
has been made this year on a revision of 
The Association’s 1948 Statement on Ac- 
counting Concepts and Standards Underly- 
ing Corporate Financial Statements and 
there has been brought to substantial com- 
pletion a Tentative Statement of Cost Con- 
cepts Underlying Reports for Management 
Purposes. 

The Editor of Toe AccounTING REVIEW 
thinks in terms of a bigger and better 
journal. “This is the principal medium by 


which we exert our influence on the pro- f 
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fession.”’ And he, too, is right. As a result 
of his enthusiasm, and that of his depart- 
mental editors (and the high ability of the 
authors, book reviewers, etc.), we have, in 
the opinion of many accountants, the best 
professional journal in the field. 

The Director of Research considers that 
the principal objective of The Association 
isresearch. ““We should devote more of our 
resources to it; nothing else in The Associa- 
tion is so important as research.” His 
enthusiasm appears to be justified, for the 
results of his efforts are substantial. The 
list of Research Projects in Accounting, 
published periodically in THE ACCOUNTING 
Review, is highly useful. And substan- 
tial progress has been made in securing 
“Framed Research Topics’ and ‘Ab- 
stracts of Doctoral Dissertations.” 

The Commitiee on Regional Meetings— 
Southeastern Group concentrated its atten- 
tion on its annual spring meeting at the 
University of Virginia. The result was a 
well-planned and well-attended meeting 
—an important educational event. 

The Committee on Nominations con- 
sidered its sole objective to be that of 
selecting the best possible slate of officers 
for The Association, without fear or 
favor—‘‘let the chips fall where they 
may.” The objective was fully achieved. 


The Joint Education Committee 


More than anyone except the President, 
perhaps, the Chairman of the Joint Educa- 
tion Committee gets a broad perspective on 
the activities of The Association. Report- 
ing to him are the chairmen of some ten 
task committees which work in various 
areas of accounting education. Each of 
these task committee chairmen—and his 
committee members—like the tuba player, 
considers his committee to be the most 
important, and pushes for a place in the 
sun—and rightly so. It is the task of the 
leader of that section of the band—the 
Chairman of the Joint Committee—to 
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harmonize the efforts of all the players. 
And he does so, superbly. Assisted by the 
other members at large, he assumes the 
entire responsibility for guiding and co- 
ordinating the work of the task commit- 
tees. Under his direction, notable progress 
has been made in many areas. Space does 
not permit a full statement of all of them: 

The Committee on CPA Examinations 
has assisted in the stock piling of theory 
questions for these examinations. 

The Committee on Faculty Residency has 
made substantial headway in the devel- 
opment of a long range program to assist 
teachers of accounting in obtaining experi- 
ence in public accounting and in industrial, 
commercial and financial accounting. A 
plan for faculty residency fellowships is 
already well-organized and contacts are 
being made between employers and 
teachers. 

The Committee on Selection of Personnel 
has completed the first draft of a “career 
booklet”? designed to acquaint students 
with the opportunities that lie in the field 
of accounting—public, industrial, com- 
merical and financial. With some revision 
and the addition of illustrations, this book- 
let should be a major factor in attracting 
good students into the accounting profes- 
sion. Then too, the contribution of the 
Chairman of this Committee to the pro- 
gram at the Annual Convention reflected 
the activities of this Committee. 

The members of the Committee on Na- 
tional Income Accounting have been par- 
ticularly active and productive this year. 
Their activities, group and individual, 
include: a round table discussion at the 
Convention, the publication of a book 
and an article on national income account- 
ing; the preparation of a set of lecture 
notes for a course in this subject and the 
compilation of an extensive bibliography. 

The Committee on Standards of Account- 
ing Instruction, having completed its 
survey of undergraduate instruction in 
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accounting and submitted a report for 
publication, has begun a preliminary 
survey of graduate instruction. Plans are 
being formulated for a careful study in this 
area, perhaps involving extensive personal 
interviews. 

The other task committees in education, 
for good and substantial reasons, have 
engaged in somewhat less intensive activ- 
ities. The Committee on Internal Auditing 
has concentrated its efforts on continuing 
contacts and cooperation with the In- 
stitute of Internal Auditors. The Commit- 
tee on Student Internship, having spon- 
sored, with the American Institute of 
Accountants, the publication of a booklet 
on student internship in public accounting, 
has been planning the development of a 
program of internship in industrial ac- 
counting. The Chairman of the Committee 
on Visual Aids presented an exhibit and 
demonstration at the Convention. Two 
new Committees, on Income Taxation and 
Governmental Accounting, have attempted 
only to define their functions and lay 
plans for the future. Two members of The 
Committee on Income Taxation conducted a 
round table at the Annual Convention. 


RELATIONSHIPS WITH OTHER ACCOUNT- 
ING ORGANIZATIONS 


While the (other) officers and the com- 
mittees were carrying on the productive 
activities of The Association, your Presi- 
dent was spending his time (and some of 
your money) on the pleasant—but im- 
portant—task of representing The Associa- 
tion at meetings of other accounting 
organizations. During the year I was your 
representative at the Spring Council 


meeting and at the Annual Meeting of The 
American Institute of Accountants; the 
Annual Institute on Accounting at Ohio 
State University; the joint Annual Meet- 
ing of the American Woman’s Society of 
Certified Public Accountants and the 
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American Society of Woman Accountants; 
the Conference of New England Collegiate 
Instructors of Accounting; the South. 
eastern Regional Group meeting of The 
Association; a joint meeting of The Texas 
Association of University Instructors in 
Accounting and the Southwestern Social 
Science Association—Accounting and Man- 
agement Sections; The Ninth Annual 
Accounting Institute at the University of 
Georgia, and the Annual Symposium on 
Accounting and Taxation at the Univer- 
sity of North Carolina. 

Other members represented The As- 
sociation at the Annual meetings of The 
Controllers Institute of America, The Na- 
tional Association of Cost Accountants, 
The Institute of Internal Auditors, and 
The Federal Government Accountants 
Association and at the 100th Anniversary 
of Michigan State College. 

Again this year The Association was 
represented on The Council for Federal 
Financial Administration and on The 
Council for Professional Education for 
Business sponsored by the American 
Collegiate Schools of Business. 

The composition of our membership 
encourages and facilitates cooperation with 
other accounting organizations. About 
one-third of our members are teachers, but 
most of them are members also of one or 
more other accounting organizations. 
About one-third of our members are public 
accountants and most of them are men- 
bers also of The American Institute of 
Accountants and of a state CPA society. 
Most of the remaining one-third of our 
members hold accounting positions in 
commerce or industry, or in government, 
and they are members also of theif 
respective professional accounting orgami- 
zations. As a consequence of this over- 
lapping membership, many of our teaching 
members serve on committees of one or 
more other accounting organizations, and 


many of our practicing members, from 
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other accounting organizations, perform 
important service on our committees. 


THE ANNUAL CONVENTION 


In an earlier issue 01 THE ACCOUNTING 
Review there appears a complete report 
of the Annual Convention held at the 
University of Pennsylvania. It seems 
appropriate, however, to recognize here 
the high quality of the program and to 
express again to the University and to the 
Committee on Arrangements our apprecia- 
tion for the excellence of the arrangements 
made for the comfort, convenience, pleas- 
ure, and entertainment of the members 
and guests. 

In 1956 the Annual Convention will be 
held at the University of Washington and 
in 1957 at the University of Wisconsin. 
Alpha Kappa Psi Award 

The Alpha Kappa Psi Award for 1955 
for outstanding contributions to the field 
of accounting, was presented at the Ban- 
quet Session of The Convention to Car- 
man G. Blough, Director of Research of 
the American Institute of Accountants. 

*x* * * 


All of this emphasis upon individual 
participation in the activities of The 
Association does not mean that teamwork 
isn’t important. But perhaps the best way 
to get teamwork is for each man or woman 
to do his or her own job as if it were the 
most important activity in the whole 
Association. Then teamwork must result 
from the coordination of these individual 
efforts by the chairmen of the various 
committees, by the Executive Committee, 
and by the President. It is their respon- 
sibility to achieve harmony in the whole 
Association—to keep the tuba player and 
all the other players in tune with the over- 
all objectives and policies of The Associa- 
tion. 

What I am trying to say is that “the 
whole is equal to the sum of all its parts”; 
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that this Association is a very complex 
organization; that there are dozens of 
kinds of contributions to be made, not 
only by the officers and committees, but by 
all the members. 

But what contribution can be made by 
the individual member who hasn’t been 
given a specific job to do? Well, he can 
write articles for THE ACCOUNTING RE- 
VIEW; how better can he reach an audience 
of some fifteen thousand readers? Or, he 
can write (promptly) book reviews, which 
constitute a most important service to the 
members. He can send “Association 
Notes” to the Notes Editor. He can 
respond willingly and promptly to the 
Editor’s request for review and appraisal 
of manuscripts. The Director of Research 
needs cooperation in the form of research 
topics and thesis abstracts, and sugges- 
tions for research to be promoted by The 
Association. 

Many of the committees, in connection 
with their activities, send questionnaires to 
some or all the members; a hundred-per 
cent return would gladden the heart of 
any chairman. The Committee on Faculty 
Residency has plans for rather extensive 
cooperation between education and busi- 
ness by way of faculty fellowships. These 
plans will work effectively only if both 
teaching and practicing members acquaint 
themselves with the program and cooper- 
ate fully, either by presenting qualified 
candidates for fellowships or by creating 
acceptable opportunities. 

Since this is your Association, you should 
feel free—in fact, you should feel obligated 
—to make suggestions in all areas of The 
Association’s activities. When the names 
of the members of the Nominating Com- 
mittee are published in THE ACCOUNTING 
REvIEW, send to them your suggestions 
for next year’s officers. Whether you are 
asked to or not, send to the President or to 
the members of the Executive Committee 
your suggestions on any matter, including 
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complaints. Any committee chairman will 
welcome suggestions you may have for his 
committee’s operations. And particularly 
at the end of the year, when the President- 
elect is faced with the problem of appoint- 
some 150 committee members, why not 
send him suggestions? Even offer to serve 
on a committee yourself—only don’t be 
disgruntled if you aren’t given an oppor- 
tunity to do exactly what you would like 
to do. Then, too, when the President is 
planning the program for the next Annual 
Convention, why don’t you send in sug- 
gestions for topics and speakers; and, 
again, you might even mention that you 
may have something distinctive to con- 
tribute to the program. 

Then there is the matter of membership. 
In addition to paying your own dues 
promptly to avoid unnecessary bookkeep- 
ing and correspondence, if each one of you 
would secure just one additional member, 
we should go immediately over the twelve 
thousand mark. Why should we increase 
our membership? Most importantly, I 
think, because this is the best way to ex- 
tend our influence. Also, it would increase 
tremendously the sources of contributions 
to the work of the Association—contribu- 
tions along all the lines that I have already 
mentioned. And it would tend to keep us 
solvent without an increase in dues. 
Furthermore, it seems to me that there is 
slight excuse for less than hundred per 
cent associate membership among student 
accounting majors, both graduate and 
undergraduate. Again, this would increase 
tremendously the scope of the influence 
of The Association. 

I think too that many of you might read 
THE ACCOUNTING REVIEW more thorough- 
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ly than you do and use it more in your 
classes, including within-the-firm training 
programs. I believe that it should be 
scheduled regularly into your assign- 
ments. You might even allow yourself to 
be influenced by what you find there and, 
as someone has said, let your own prej- 
udices be rearranged. 

Finally you could attend the Annual 
Conventions more regularly. They are the 
“highspots,” both intellectually and soci- 
ally, of the The Association’s activities. 
Your attendance and participation is im- 
portant to you, to your school, firm or 
business, and to The Association. 

The whole point is of course—as has 
been said a thousand times before—that 
you can get the most out of YOUR 
ASSOCIATION by giving the most to it. 

I really didn’t intend to preach to you 
this way. I got carried away by my own 
enthusiasm. It’s amazing, but even the 
leader of the band has a single vantage 
point. To him, music is more important 
than anything else in the world; band 
music is the best of all music; the leader’s 
own band is the best in the land; and he 
thinks he knows how to run that band! 


* * * 


For the reasons that I have mentioned 
above—because more than 500 different 
people have performed well their specific 
duties and responsibilities in The Associa- 
tion; because all officers, committees, 
speakers, round table chairmen (all mem- 
bers, for that matter) have cooperated 
fully—for these reasons, serving you 4s 
President has been a high honor, a rare 
privilege and a real pleasure. I shall treas- 
ure the experience always! 


AMERICAN ACCOUNTING ASSOCIATION 


REPORT ON EXAMINATION 
OF ACCOUNTS 


For the Year Ended December 31, 1955 


BEYER & BRICKEY 
CERTIFIED PuBLIC ACCOUNTANTS 
CoLumBus, OHIO 
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REPORT ON EXAMINATION 


OF ACCOUNTS 


For the year ended December 31, 1955 


Executive Committee 
American Accounting Association 
Columbus, Ohio 


We have examined the statement of 
financial position of the American Ac- 
counting Association as of December 31, 
1955, and the related statements of income 
and net worth of the General and Life 
Membership Funds for the year then 
ended. Our examination was made in 
accordance with generally accepted audit- 
ing standards and accordingly included 
such tests of the accounting records and 
such other auditing procedures as we 


considered necessary in the circumstances, 
In our opinion, the accompanying state- 

ment of financial position and related 
statements of income and net worth pre- 
sent fairly the financial position of the 
American Accounting Association at De- 
cember 31, 1955, and the results of its 
operations, as allocated to the General 
and Life Membership Funds, for the year 
then ended, in conformity with generally 
accepted principles of accounting applied 
on a basis consistent with that of the 
preceding year. 

BEYER & BRICKEY 

Certified Public Accountants 
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Exhibit A 
American Accounting Association 


As at December 31, 1955 


Assets 
United States savings bonds 
Less: Allowance for doubtful accounts. 
“ Prepaid expense 
Insurance, postage, stationery, and 
Office equipment (at nominal value). 
ir 
d 
e Liabilities and Net Worth 
Accounts payable and accrued expense (Note C).............-..005: 
Collections received in advance 


See accompanying Notes to Financial Statements. 
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STATEMENT OF FINANCIAL POSITION 


General 
Fund 


$17,250.13 


Combined 
Funds 


$(1,698.86) $15,551.27 


$ 9,000.00 $28,000.00 
1,532.00 5,312.00 


Life 
Membership 
Fund 


$15,220.00 


$ 7,468.00 $22,688.00 


$ 170.02 
17.65 


$ 3,759.31 $ 3,929.33 
27.80 45.45 


$ 152.37 


$ 3,731.51 $ 3,883.88 


$ 311.69 


$ 1.00 


$ 9,500.65 $42,435.84 


$ 4,305.00 


$ 3,314.39 $ 7,619.39 


$ 2,797.86 
5,951.83 
3,895.98 


$ 2,797.86 
5,951.83 
3,895.98 


$12,645.67 


$12,645.67 


$16,950.67 
15,984.52 


$ 3,314.39 $20,265.06 
6,186.26 22,170.78 


$32,935.19 


$ 9,500.65 $42,435.84 
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Exhibit B 
American Accounting Association 
STATEMENT OF INCOME—GENERAL FUND 
For the year ended December 31, 1955 
Income Income 
Members’ dues........ Sales of 
Associate members’ dues............ scart 6,262.39 Sales o! 
Subscriptions to ACCOUNTING REVIEW.... 5,900.42 Sales o! 
Interest. ... 453.20 Life me 
Sales of membership lists (net) ws 119.30 Interes 
Sales of Publications... . : 454.31 Miscell 
Miscellaneous........ 5.51 $47,591.82 
Expense 
Expense Printin 
Printing and mailing expense: Storing 
ACCOUNTING REVIEW. . $20,996.81 Salarie: 
Reprints (net)......... 347.34 Editori 
Membership Roster. 3,079.82 $24,423.97 Provisi 
Travel, meetings, and administrative expense: Net loss. 
Executive committee meetings. ... $ 1,288.41 
President’s expense. . . 1,344.99 See ac 
Other officers’ expense. ......... 385.78 
Committees: 
Accounting Concepts and Standards. ..... 2,333.53 
Cost Accounting Concepts and Standards. 1,277.97 
282.33 
Regional meetings............. 53.10 
Joint Committee on Education.. 411.44 
Task Committees on Education: 
Faculty Residency and Student Internships... 20.50 
Standards of Accounting Instruction........ 524.05 Net Wor 
Selection of Personnel........ 20.36 9,033.51 Net ineo 
Honoraria.............. 3,700.00 
Office supplies, stationery, and other expense (Note D).. Baez 2,425.17 
Provision for doubtful accounts.......... 6.15 46,922.23 
A, Th 
B. Ac 
Expense (net) recognized during this period but related to operations of prior years........... 157.9 lic 
ha 
C. Ac 
See accompanying Notes to Financial Statements. of 
D. Sa 
Wi 
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Exhibit C 
American Accounting Association 
STATEMENT OF INCOME—LIFE MEMBERSHIP FUND 
For the year ended December 31, 1955 


Income 
Expense 
Paton and Littioton: 0.0 $ 977.80 
Storing, mailing, and editorial cost of 411.77 
Salaries, office supplies, stationery, and other expense (Note D)................... 602.78 


Editorial costs of volume—Readings in Cost Accounting, Budgeting, and Control... 1,739.70 


See accompanying Notes to Financial Statements. 


Exhibit D 
American Accounting Association 
ANALYSIS OF CHANGES IN NET WORTH 
For the year ended December 31, 1955 


Life 
General Membership Combined 


Fund we Funds 
Net income (loss) for the period (Exhibits B and C).................. 511.69 (338.25) 173.44 
Net Worth, December 31, $15,984.52 $6,186.26 $22,170.78 


See accompanying Notes to Financial Statements. 


NOTES TO FINANCIAL STATEMENTS 


A. The negative cash amount in the Life Membership Fund is not a bank overdraft. Both funds are operated 
out of the same bank account. 

. Accounts receivable, Life Membership Fund, include $3,189.41 due from the Merrill Foundation for pub- 
lication costs of a study of ‘‘The Effects of Price Level Changes on Financial Statements.”’ The Foundation 
has informally agreed to reimburse the Association for such costs. This study was in the final stages of 
completion December 31, 1955. 

C. Accounts payable, Life Membership Fund, include $3,017.43 for costs incurred in the publication of a study 

of ‘The Effects of Price Level Changes on Financial Statements.” 

D. Salaries, office supplies, stationery, and other expenses applicable to the office of the Association, together 

with the audit fee, were apportioned between the General Fund and the Life Membership Fund on the 
basis of the ratio of the income of each fund to the total income of both funds, 
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THE TEACHERS’ CLINIC 


A. B. CARSON 


Eprror’s Note: This section of THz ACCOUNTING REVIEW is devoted to matters of particular interest to account- 
ing instructors. The contribution of articles bearing on the nature and purpose of various types of accounting 
education, or dealing with techniques of accounting instruction is invited. Address all correspondence to A. B. 
Carson, School of Business Administration, University of California, Los Angeles 24, California. 


A COURSE IN ELECTRONIC DATA PROCESSING 
IN THE ACCOUNTING CURRICULUM 


RICHARD F. PEIRCE 
Instructor, University of Illinois 


Developments in the field of electronic 
computers and their potential uses in proc- 
essing business and accounting data are 
forcing university schools of commerce and 
business administration to consider course 
offerings in this area. Courses in the use 
of electronic computers already are offered 
by approximately thirty engineering and 
scientific schools. The application of these 
machines to accounting procedures and 
business problems raises the question as 
to the need for instruction in electronic 
data processing for business and account- 
ing students, and the related question of 
what such instruction should include. 

There is no doubt that a demand exists 
for people trained in the application of 
electronic equipment to the processing of 
business and accounting data. Reliable 
estimates indicate that between 600 and 
800 data-processing systems will be in- 
stalled within the next two years. This 
indicates a demand in the next few years 
for about 5,000 people able to analyze 
clerical operations and convert them to 
electronic systems. This number does not 
include operating and maintenance per- 
sonnel. 

At the present time the training is be- 
ing supplied by a limited number of 
courses of several types offered by colleges 
and universities, by training programs 
offered by the manufacturers of electronic 
equipment, and by formal and informal 


programs conducted by some of the larger 
public accounting firms for the benefit of 
their own staff members. Of course com- 
panies utilizing the equipment are training 
their employees by giving them experience 
in actual applications. It is doubtful, how- 
ever, if these centers of training and in- 
struction are adequate. Since it is apparent 
that electronic equipment will have exten- 
sive application to bookkeeping and ac- 
counting data processing, the time has 
come when business administration and 
commerce schools—particularily their de- 
partments or divisions of accounting— 
must decide whether they should offer 
courses in this field, what such courses 
should include, and how they can be 
staffed, if adopted. 

Whether such courses belong in the 
curriculum of a college or university is a 
question with many aspects and varying 
answers. It is recognized that a university 
should emphasize the fundamental rather 
than technical courses. Additional courses 
should be added only after careful con- 
sideration so that courses of relative un- 
importance are not taken by the students. 
However, the accounting curriculum of a 
large university does contain courses other 
than courses in fundamentals. Courses 
such as accounting for specialized in- 
dustries, accounting systems, and govern- 
mental accounting have a proper place in 
the accounting curriculum although they 
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teach much that is not fundamental 
theory. The discussion that follows pre- 
sumes that for some universities, courses in 
electronic data processing at the proper 
level are suitable and necessary to the 
purposes of a university program of train- 
ing students for business administration. 


WHAT SHOULD BE TAUGHT? 

Data processing equipment is extremely 
versatile. Since it has the ability to classify, 
sort, collate, calculate, summarize, and 
record, it is capable of performing a con- 
siderable variety of clerical and mathe- 
matical work. Within the scope of a school 
of commerce the equipment may be used 
for problems in marketing, economics, and 
management as well as accounting. Many 
electronic computers are also being used 
for scientific and engineering applications. 

Within the area of accounting, the 
following content would be desirable in a 
university-level course: 

1. Development of computing devices. 
A brief introduction should be included to 
indicate the difference between the two 
types of computing systems (analog and 
digital) and the contributions of pioneers 
in this area such as Babbage and Aiken. 

2. Number systems. Several types of 
number systems other than the decimal 
system are used in data processing sys- 
tems. The decimal system requires an 
individual to memorize ten symbols, 0 
through 9, in order to remember a number. 
A machine cannot recognize ten symbols 
with ease and it is customary to select 
other numbering systems. A knowledge of 
these systems would help provide a clear 
understanding of how the equipment 
operates, 

3. Components of a data processing 
system. This covers the storage devices, 
the arithmetic units, the input-output 
equipment and the control units. The stor- 
age devices retain numbers and alphabetic 


The Accounting Review 


characters so that they may be processed, 
The arithmetic unit performs operations of 
addition, subtraction, multiplication, di- 
vision, and comparisons. Input-out 
equipment transfers data in and out of the 
system. The control unit directs the opera- 
tion of the system. An understanding of 
the basic components of data processing 
systems is necessary in order to under- 
stand the use of the systems and to 
evaluate the different systems available. 

4. Available data processing systems. 
A large number of different types of equip- 
ment are being manufactured. Students 
should be given the opportunity to become 
familar with the general characteristics of 
these different types. 

5. Processing operations and _ instruc- 
tions. This consists of the programming 
instructions required to perform arithme- 
tic, logical, transfer, and miscellaneous 
operations. 

6. Clerical functions which can be per- 
formed by this system. This includes the 
basic functions which a data processing 
system can perform in an industrial com- 
pany, such as payroll, sales order handling, 
purchasing, inventory control, and general 
and cost accounting. 

7. Interpretive operations which can be 
performed by this equipment. Computers 
can assist management by performing 
operations which are not feasible with 
present techniques. These problems 
largely consist of selecting the best method 
when a choice from a large number of 
alternatives needs to be made. These 
problems include budgeting, product selec- 
tion, selection of best distribution meth- 
ods, etc. Many aspects of these problems 
can be expressed in mathematical models 
which require electronic computers to 
solve. 

8. Commerical applications of data 
processing systems by different industries. 
This type of equipment can be used by 
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railroads, utilities, insurance companies, 
brokerage houses, banks, governments, 
universities, as well as general businesses. 
It would be desirable to point out how each 
of these activities could use a data proc- 
essing system, and the problems in- 
volved in using this equipment. 

9, Procedures for evaluating the profit- 
ability of data processing systems. This 
subject includes a study of personnel re- 
quired for a system, time required for 
installation, cost aspects of equipment, 
speed of equipment, and use of data proc- 
essing centers. 


OTHER CONSIDERATIONS 


Programming is the development of a 
process to be used by the system in solving 
a problem. It includes planning, systems 
analysis, flow charting, coding, and other 
functions necessary to integrate the new 
system into a business. Programming is the 
foundation to a knowledge of data proc- 
essing and would require a semester to 
teach thoroughly. The length of time 
required to teach this one part of the sub- 
ject varies according to the complexity of 
the equipment, the type of problems to be 
solved, and the degree of abilities ex- 
pected to be learned. Thus a computer 
that requires latency coding would be more 
difficult to program than one that does not. 
Another difficulty in teaching program- 
ming arises because of the failure of the 
manufacturers to adopt standard termin- 
ology for similar instructions and because 
in some cases different systems use differ- 
ent types of instructions to achieve simi- 
lar results. 

Basically the electronic systems pro- 
duced by different equipment manu- 
facturers are very similar. They all have 
the same components and achieve the same 
tesults. However, they have sufficient 
differences to prevent teaching all of the 
characteristics of all types of equipment 


manufactured. Accordingly, it might be 
necessary to create a hypothetical com- 
puter. This hypothetical computer would 
contain the features common to all sys- 
tems but would omit specialized features 
used on individual systems. As a result 
students would need a small amount of 
additional training after leaving a univer- 
sity in order to learn the characteristics of 
the equipment of a particular manu- 
facturer. 

It may be noted that many of the items 
outlined are taught in other courses. This 
is due to the fact that data processing is 
largely a methodology. Accounting in- 
structors now use a manual methodology 
to illustrate principles being taught, be- 
cause of the ease of understanding manual 
methods. This suggests that data process- 
ing might be incorporated into existing 
courses. This does not appear desirable 
because, without a background in data 
processing, i.e., knowledge of the com- 
ponents of the system and instructions, an 
understanding of the system would be 
difficult. Inclusion of data processing in 
present courses would also make an under- 
standing of the principles being taught 
more difficult. 

The materials on interpretive uses of 
data processing are largely based on re- 
cently developed scientific techniques for 
making management decisions. In this 
area a knowledge of the operating char- 
acteristics of a data processing system 
would be helpful as a guide to the types of 
problems which can be solved with an 
electronic computer. 


IS AN ELECTRONIC COMPUTER NECESSARY 
TO TEACH A COURSE? 


The experience of equipment manu- 
facturers and universities indicates that 
the equipment is not necessary in order to 
teach an elementary course in data proc- 
essing. To do advanced work on inter- 
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pretive problems with linear or monte 
carlo models a computer is very desirable. 
This would not be included in a one 
semester course in data processing, al- 
though the techniques could be illustrated. 
Electronic computers are expensive and 
data processing systems are even more so. 
Few universities will be able or find it 
necessary to use this equipment for train- 
ing purposes. 


WHAT SHOULD BE THE PREREQUISITE 
FOR SUCH A COURSE? 

The general prerequisites for such a 
course are indicated by the topics covered. 
The higher the prerequisites the more ad- 
vanced the topics that may be covered in 
the course. Courses that are taught in 
evening classes and special courses for 
students from industry have few if any 
prerequisites. A general undergraduate 
survey course could be taught to students 
with only a knowledge of intermediate 
accounting. To make a serious study a 
broad knowledge of accounting and of 
systems design would be helpful, especially 
if the case method is used to teach the 
clerical operations which can be performed 
on the equipment. To teach budgeting 
applications a course in budgeting is 
desirable. Similarly, if audit procedures for 
data processing systems are taught, a 
course in auditing is needed. In order to 
limit a course to one semester it would be 
necessary to avoid a detailed study of 
many phases of the subject. A few univer- 
sities may wish to offer two semesters of 
data processing in order to teach the sub- 
ject thoroughly. Precisely what the pre- 
requisites are and the length of time de- 
voted to teaching this material will depend 
upon the policies of the university and the 
type of enrollment. 


WHAT DEPARTMENT SHOULD OFFER 
THIS COURSE? 


Electronic data processing includes far 
more than just accounting functions. 
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These functions encompass every depart. 
ment within the school of commerce. The 
general clerical applications of this equip. 
ment fall within the sphere of accounting. 
However, many interpretive functions 
such as assembly-line balancing, sale 
forecasting, etc. should be left to other 
departments to cover. 


WHAT TEXT MATERIAL SHOULD BE USED? 


At the present time there is no text 
suitable for such a course, although re. 
portably several books on the commercial 
application of data processing are in prep- 
aration. By the time most universities 
are prepared to offer courses on this sub- 
ject texts will probably be available. 
Manufacturers of the equipment are 
extremely cooperative in supplying in- 
formation, and universities offering courses 
can supply limited text material. A large 
number of articles on data processing have 
been written and some of these are suitable 
for use as text material. 


CAN INSTRUCTORS BE SECURED? 


Few universities now have instructors 
qualified to teach a course in data proc 
essing. Few instructors can be obtained 
from sources outside of the university. 
Therefore, instructors that desire to teach 
this subject must secure training by: 

1. Reading published materials. The 
University of Illinois is preparing a re 
search report on the commerical applica- 
tions of electronic processing equipment 
which should be available by the time this 
article is published. A bibliography of 
articles on data processing, Electronics in 
Business: A Descriptive Reference Guide, 
has been prepared by the Controllership 
Foundation. 

2. Attending classes offered by equip- 
ment manufacturers or universities. The 
equipment manufacturers are extremely 
cooperative in furnishing training to uni- 
versity instructors. The author has been 
invited to attend courses offered by several 
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equipment manufacturers. These courses 
range from one week to six weeks in length 
—no tuition would be charged. 

3. Attending conferences devoted to 
data processing. The American Manage- 
ment Association, Association for Compu- 
ting Machinery and the Systems and Pro- 
cedures Association hold regular meetings 
devoted to commercial data processing 
applications. The American Institute of 
Electrical Engineers, Institute of ‘Radio 
Engineers, and the Association for Com- 
puting Machinery jointly sponsor confer- 
ences devoted to computers and data proc- 
essing. Other conferences and symposiums 
are held by other organizations at irregular 
intervals. 

4. Joining organizations devoted to 
developing uses of data processing. These 
organizations serve to communicate ideas 
among members. In an area where devel- 
opments are rapid, a strong need exists for 
the exchange of new ideas. 

5. Visiting installations using data proc- 
essing equipment. Some installations de- 
cline to disclose detailed information about 
their operations. Other installations pro- 
vide every possible assistance to individu- 
als requesting information. The assistance 
which university instructors receive from 
businesses using the equipment is deter- 
mined by the policies of the particular 
companies. 

6. Visiting accounting and consulting 
frms for information. Some accounting 
and consulting firms have done very little 
in this new area. Others have done exten- 
sive work and can provide substantial 
assistance to instructors. 
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IS THERE SUFFICIENT STUDENT INTEREST 
TO WARRANT SUCH A COURSE? 


Probably a large majority of students 
have either a very slight concept or no 
concept at all of the vast potential uses for 
data processing equipment. Under such 
circumstances the addition of a course 
without an explanation to the students of 
the significance of the course would not be 
desirable. Student interest can be created 
in several ways. If an accountancy club 
exisis a speaker or a film can explain the 
meaning of electronic data processing. 
Advisors who are familiar with the objec- 
tives of their students can explain the 
course. 


CONCLUSION 


The primary cause of delay in the use 
of data processing systems is the lack of 
trained personnel. Because data processing 
is a technical course, the fundamental 
courses must take precedence over it. 
Thus, a small university that does not 
already have a well-rounded program of 
basic business and accounting courses 
should not attempt to add a course in data 
processing. 

The progress which the scientific and 
engineering schools have made in adopting 
courses has been impressive. A school of 
commerce or business administration can- 
not retain its value without changing its 
courses as the needs of business change. 
It is to be hoped that these schools will not 
lag too far behind in adopting needed 
courses. Certainly commercial applica- 
tions are at least as important as scientific 
applications. 


A SIMPLE METHOD FOR PREPARING A PRIORITY TABLE IN 
PARTNERSHIP LIQUIDATION BY INSTALLMENTS 


DonaLp A. CorBIN 
Assistant Professor, University of California, Riverside 


The article ‘‘A Master Schedule for Part- 
nership Dissolution—Installment Basis’ 


by Wilton T. Anderson in the January, 
1955 issue of the REvIEW was followed by 


|| 

ED? 

text 

hre 
ercial 

prep- 

Sities 
sub- 
lable 

are 

in- 
urses 

large | 
have 
table 
| 

tors 

TOC: 

ined 
sity. 

ach | 

The | | 
re- 
lica- 

1ent i 

this 

of 

sin 

1de, 

[he 

in 

sen 


314 


a proposed “Priority Program Approach 
to Partnership Liquidation by Install- 
ments” by Harry Simons, in the April 
issue. The second article introduced a 
method which was much simpler than the 
first. A further refinement, similar to Pro- 
fessor Simons’ proposal, has been used 
successfully in the classes at the University 
of California at Berkeley for many years. 
It is explained in great detail in a text 
emanating from that campus, and prob- 
ably could be traced to the influence of 
Henry Rand Hatfield. 

The priority method allows the prepara- 
tion of a table in advance which shows the 
partners to be paid first, and the per cent of 
each installment distribution that will go 
to the partners with priority. The method 
is devised so as to insure that each partner 
will suffer any future losses according to 
the profit-and-loss ratio in the partnership 
contract. This is accomplished by bringing 
the equity of each partner more in line 
with the profit-and-loss ratio with each 
cash distribution. 

The advantage of the procedure to be 
described here is its simplicty. A simple 
schedule permits both the calculation or 
priority rank and the amounts involved to 
proceed toward the P & L ratio. This may 
be best explained by adapting the same 
figures used in Professor Simons’ example 
on page 345 of the April, 1955 issue of the 
ACCOUNTING REVIEW. 

In this example X, Y, and Z are partners 
who share profits and losses 25 per cent, 
25 per cent, and 50 per cent, respectively, 
and whose capital balances are $10,000, 
$15,000, and $40,000. Y has a loan credit 
of $5,000 and Z $10,000. Therefore total 
non-cash assets of $80,000 equal firm 
equities (sum of loan and capital balances) 
of $10,000 for X, $20,000 for Y, and 
$50,000 for Z. From these given facts a 
priority table is required which will tell 
the proper distribution of any amount of 
cash which becomes available as the assets 
are liquidated. 
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A single schedule may be prepared 
which will give the desired information, 
In this schedule the equity of each partner 
is compared with the required equities for 
the other partners, were they in the agreed 
profit-and-loss ratio. It is then a simple 
matter to read directly from the table both 
the priorities and the amounts in distribu. 
tion. The schedule follows: 


Firm Equities: 
X (25%) Y(25%) 2(50%) 
Using Equity of X as a 
_ base 10,000 10,000 20,000 
40 ,000 
50,000 


Using Equity of Z as a 


20,000 20,000 
25,000 25,000 


In the above schedule the actual 
balances are italicized, and are inserted 
first on each line. Then the appropriate 
hypothetical balances for the other part- 
ners are calculated. For example, in using 
Y as a base, his actual balance is $20,000, 
so that X (whose P & L ratio is also 25%) 
should have a capital balance of $20,000, 
and Z whose P & L ratio is 50% should 
have a balance of $40,000 ($20,000 X 50/ 
25 = $40,000). 

Inasmuch as X does not have a $20,000 
capital balance—and Y does—Y should 
receive cash before X commences to share. 
Z, on the other hand, has an actual bal- 
ance of $50,000, so he would receive cash 
before Y. The schedule shows, therefore, 
that the priorities are Z first, Y second, 
and X third. 

The schedule also reveals how much 
money should be distributed to the first 
partner before the second commences to 
share, and so on. Z who is first may be 
compared with Y. Using the equity of J, 
$20,000, it will be seen that Z should have 
a balance of $40,000 to put them in proper 
relationship. Since Z has an actual balance 
of $50,000, he will receive $10,000 cash 
before Y begins to share. Next, Z and Y 
should be compared with X. After the 
$10,000 has been paid to Z his balance 
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will be $40,000 and Y’s $20,000, as may be 
seen on the middle line of the schedule. 
To be in proper relation with X, as shown 
on the first line, Y should have a balance 
of $10,000 and Z, $20,000. Therefore a 
total of $30,000 should be distributed, 
before X commences to share. (The 
$30,000 is the sum of $10,000 to Y and 
20,000 to Z.) This $30,000 would be 
shared by Y and Z in the ratio of 25/75 
to 50/75, or } to 3. The remainder will be 
shared by all in the P & L ratio. 

The above analysis can be read directly 
from the schedule, in this simple example, 
and put into the desired priority table. 
This table, prepared in advance, will be 
valid for all future installment distribu- 
tions, regardless of amount. The table 
reads as follows: 


Payable to: 


First $10,000. . — — 100% 
Next $20,000. — 173. 248 
Rest... ; 1/4 1/4 1/2 


In applying the priority table to cash 
installments, the results would be identical 
to those calculated by the method Mr. 
Simons described. The first $8,000 would 
go entirely to Z. A second installment of 
$21,500 would go $2,000 plus $13,000 to Z 
and $6,500 to Y, and so on. 

The complete Statement of Liquidation 
on page 347 of the April, 1955 issue sug- 
gests a complication, however. The first 
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$8,000 and the next $2,000 were applied 
to the Loan Account of Z, according to the 
requirements of the law. But suppose that 
the partner to be paid first, as determined 
by offsetting loans against capital, had no 
loan account and that the other partners 
had loans. (This would be possible if their 
capital balances were sufficiently small.) 
What then? 

If the partner who should be paid is in 
fact paid, the letter of the law is violated, 
assuming the Uniform Partnership Act is 
applicable. If the partner with the loan 
is paid first, to the later detriment of the 
partner with priority, might not the distrib- 
utor be held liable? Here is a case wherein 
the letter of the law contradicts the spirit 
of the law. The Statement of Liquidation 
in which first payments are made on ac- 
count of loans will work only if it so hap- 
pens that those with first priority are also 
the ones who have loans. The method is 
not generally applicable. 

The practical solution to this problem 
is to attempt to have the partners agree to 
the offset method so that the priority 
table will apply. If this is unsuccessful, the 
fiction of first payments for partners’ 
loans leads to possible inequities. The 
practical solution lies in withholding in- 
stallment distributions until sufficient 
cash is available to pay according to the 
priority table. In other words, the priority 
table is of general applicability, and al- 
ways should be prepared in advance. 


FACTORS CONTRIBUTING TO SUCCESS 
IN PUBLIC ACCOUNTING 


BROTHER LA SALLE 
Assistant Professor, St. Edwards University 


Students considering a career in public 
accounting want to know what qualities 
contribute to success in this profession. 
In an effort to provide a tentative answer 


to this question, 75 practicing public ac- 
countants, 25 chairmen of university ac- 
counting departments, and 50 accounting 
students were asked to state the factors 
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that they felt contribute to success. 
Ninety-six responses (49 from _practi- 
tioners; 47 from the academic groups) 
revealed that the following factors were 
considered to be of prime significance: 


EDUCATION: Specialized and general educa- 
tion, broad interests. 

TECHNICAL PROFICIENCY AND EX- 
PERIENCE: Application of auditing pro- 
cedures, application of accounting theory, 
preparation of working papers, reports, etc., 
sound judgment on economic and business 
matters, analytical and managerial ability. 

PERSONALITY: Tact, ease of expression, 
self-confidence, willingness to accept re- 
sponsibility, ability to get along with people, 
adaptable, courteous, ability to maintain 
the confidence and respect of clients and 
associates, leadership qualities. 

PHYSICAL AND MENTAL HEALTH: 
General good health, appearance, poise, 
capacity for sustained effort. 

CHARACTER: Integrity, moral sense, code of 
ethics, honesty. 


In a second polling, the question was 
raised as to the relative importance of the 
five factors. A summary consensus of 52 
practicing accountants, 8 accounting-de- 
partment chairmen, and 18 students who 
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responded to this question revealed the 
following: 

In all groups, technical proficiency and 
experience ranked first. The practitioners 
and the students ranked personality sec- 
ond. (The department chairmen ranked 
this third; they placed character in second 
place.) The factor of character was ranked 
in third place by the practicing public 
accountants and the students. Physical and 
mental health was accorded fourth place 
and education last place by the practi- 
tioners. The order of these two was gen- 
erally reversed in the responses of the 
academic groups. 

While the sample was too small to sup- 
port the contention that the findings 
definitely and finally answer the questions 
raised, the survey results warrant the 
tentative, and not-surprising, conclusion 
that technical competence is the basic 
factor making for success in public ac- 
counting. It is appropriate to suggest, 
however, that this keystone must rest 
upon the solid blocks of stable personality, 
good character, sound health, and a broad 
educational background. 


SURVEY OF PETROLEUM-ACCOUNTING 
COURSE OFFERINGS 


R. E. STEVENSON* 


In a survey to determine the extent to 
which universities and colleges offer spe- 
cialized courses in petroleum-industry ac- 
counting, the Division of Finance and 
Accounting of the American Petroleum 
Institute made inquiries of 36 schools 
from August to October 1955. Of the 31 


* Mr. Stevenson is Head of the Accounting Manual 
and Research Division of the Comptroller’s Department, 
Standard Oil Company (N.J.). A member of the Amer- 
ican Petroleum Institute, Division of Finance and 
Accounting, he is Coordinator of that organization’s 
Accounts and Accounting Procedures Subcommittee. 


institutions which responded, the Amer- 
can Petroleum Institute reports that 1! 
offer specialized courses in this field. These 
are Oklahoma A and M, Southern Meth- 
odist University, Texas College of Arts 
and Industries, Texas Technological Col- 
lege, University of Denver, University of 
Houston, University of North Dakota, 
University of Oklahoma, University of 
Texas, Texas Christian University and 
University of Tulsa. The courses at Denver 
and North Dakota are open only to 
graduate students. The others, in general, 
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are for senior college students, but are 
open to graduates, with graduate credit 
allowed. 

Of the remaining 20 schools, 4 are con- 
sidering the possibility of offering a petro- 
leum-industry accounting course, subject 
to finding evidence of sufficient demand for 
it and to obtaining qualified instructors 
with industry experience. The survey 
disclosed that many institutions discour- 
age accounting specialization in any one 
industry at the undergraduate level and 
recommend confining industrial speciali- 
zation to the graduate level or to post- 
graduate industry indoctrination. 

Opportunity for individual graduate 
research in the field of petroleum-industry 
accounting, if desired by the student, 
exists at most institutions offering grad- 
uate programs. Also, many institutions 
were found to include some petroleum- 
accounting problems in various general- 
accounting courses. 

Iu. ase as an auxiliary or supplemen- 
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tary reference, the American Petroleum 
Institute’s book Outline of Petroleum- 
Industry Accounting was found by the 
survey to have been favorably received by 
educators and students. However, some 
of the schools offering specialized petro- 
leum-industry accounting courses cited 
the need for a classroom text in this field, 
complete with case studies and problems, 
and encouraged the Institute to sponsor 
such a text. Several professors at institu- 
tions not offering specialized courses sug- 
gested that the industry supply petroleum- 
accounting case-study material and lists 
of possible topics for undergraduate term 
papers and graduate-student research 
projects. 

Another proposal made by an educator 
during the survey was that an annual 
“Institute of Petroleum-Industry Finance 
and Accounting”—for industry executives, 
and of two or more weeks’ duration—be 
sponsored by the industry in cooperation 
with one or more universities. 


STATUTORY REQUIREMENTS AS TO FORM AND CONTENT 
OF EXECUTORS’ REPORTS TO COURTS—A REJOINDER 


COLVILLE MacDoucGAL.* 


The article entitled “Statutory Require- 
ments as to Form and Content of Execu- 
tors’ Reports to Courts” by Leon E. Hay 
that appeared in the ‘Teachers’ Clinic” 
section of the October, 1955 REVIEW 
serves as an aid toward development of 
acceptable standards of reporting. Writers 
on the subject of estate account classifica- 
tions have not extended their comments 
to embrace acceptable standards of re- 
porting because of the variations between 
forms in use in different states. Many of 


." Mr. MacDougall, retired, and a resident of San 
Diego, California, was formerly with the C.P.A. firms 
of Hutchinson and Bloodgood of Glendale, California 


ros Peat, Marwick, Mitchell and Co. in New York 
ity. 


the forms, established by custom, attempt 
to combine both legal and accounting 
functions. Furthermore, the desirability of 
reporting a continuing or a going business 
on an accrual basis has been complicated 
by the courts requiring cash statements. 
It is unfortunate that many court of- 
ficials do not possess a knowledge of 
accounting. Working under a system of 
political patronage in state legislative 
offices tends to discourage progress in 
modern professional principles. Too often 
state officials have applied meanings to 
certain rules of law which have obscured 
the fundamental principles of accountabil- 


ity. 
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Professor Hay suggests that English 
heritage is reflected in certain legal ter- 
minology of one southern state although 
the characteristics of the accounting 
statements are “below par” in any criteria 
of accountability. It is in order to observe 
that the characteristics of all of the so- 
called “detailed” statements of executors’ 
reports stem from the Scottish form of 
“Account Charge and Discharge.” This 
classical form with its captions pertaining 
to Capital and Income has a heritage of a 
century in the functions of professional 
accounting practice and in court require- 
ments. The reporting statements include 
the following significant schedules: 


(1) Initial inventory of estate with appropri- 
ate columns for items realized. 


(2) Supporting data showing methods of giy. 
ing effect to apportionments as between 
capital and income. 


(3) Expenses of management. 


(4) Cash transactions. (Referenced to other 
schedules.) 


In major trust estates the Accountant 
of the Court, who is a permanent official 
and a professionally-qualified accountant, 
may request supplementary schedules with 
information pertaining to such items as 
leases, taxes, insurance, etc. It is custom- 
ary to include a narrative of the trust, its 
purposes and procedures. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the second half of the examination 

in accounting practice on November 3, 1955. The candidates were required to 
solve all problems in four and a half hours. The total weight assigned to this section 
of the examination was 50 points and the examiners point out that the suggested time 
allowances for each problem are closely proportional to the point value of the various 
problems. 


Ts following problems were prepared by the Board of Examiners of the American 


Number 1 [Estimated time—45 to 60 minutes] 


Abbott and Barnes, equal partners in the A&B Grocery Stores sold a one-third interest 
in Store No. 3 to Costello, manager of that store, on January 1, 1954. The new partner- 
ship will operate as the A. B. C. Grocery Co. Abbott and Barnes will continue to operate 
other stores. The balance sheet of Store No. 3, at January 1, 1954 was as follows: 


ASSETS LIABILITIES 
Fixtures and equipment......... $22,000 
Allowance for depreciation..... 10,000 12,000 
Capital: 
$80,000 $80 ,000 


Furniture and fixtures, which have an estimated remaining life of five years, were 
revalued at $18,000, according to the agreement of sale. Each partner contributed 
$1,000 as working capital, which was credited to his drawing account. 


The following transactions for the year 1954 were all in cash: 


Salaries and wages (including salary of $9,000 to Costello, as manager)....................0..0005 77, 
New equipment purchased 7/1/54 (estimated life—10 3,000 


You are also given the following information: 


Prepaid expenses, December 31, 1954 3 


The check record was kept open until all 1954 bills were paid before closing the books 
as at December 31, 1954. 

The partnership agreement provides for a salary of $750 monthly to Costello. All 
remaining profits are divided equally. 

Partners drawing accounts each show a net debit balance of $3,000. 


a. Prepare a schedule showing the cash payment which Costello made to Abbott and 
Barnes. 
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b. Prepare a Profit and Loss statement of the A. B. C. Grocery Co. for the year ended 
December 31, 1954, including a schedule showing the distribution of profit and loss 
to the partners. 

c. Prepare a statement showing the total taxable income of Abbott and of Barnes, 
before personal deductions. 


You are given the following additional information: 


Barnes 
Income from A & B Grocery Stores (all ordinary income)....................0ee eee $55,000 $55,000 
Capital gains (long term)—does not include anything from A.B.C. partnership transaction . 4,000 (3,000) 


Number 2 [Estimated time—30 to 45 minutes]| 


The X. Y. Z. Partnership is being dissolved. All liabilities have been liquidated. The 
balance of assets on hand are being realized gradually. The following are details of 
partners’ accounts: 


: Current account 
j)  (wndistributed earnings Loans to partnership Profit and loss ratio 
net of drawings) 
x $20,000 $1,500 Cr. $15,000 4 
Y 25000 2/000 Dr. 4 
10,000 1000 Cr. 5,000 2 


Prepare a schedule showing how cash payments should be made to the partners as 
assets are realized. 


Number 3 [Estimated time—35 to 55 minutes 


ABC Corporation purchased a machine in 1955, trading in an older machine of a simi- 
lar type. The old machine, which was acquired in 1942, had a cost basis of $77,250 but 
was written up $47,750 to $125,000 in 1946 with a corresponding credit made to Surplus 
from Unrealized Appreciation. In subsequent years this appreciation amount has been 
partially amortized. Both the old and new machines have an estimated 20-year life, and 
reappraisal of the old machine did not affect its estimated life. ABC Corporation takes 
one-half year of depreciation in years of acquisition and disposal. 

The terms of the purchase provided for a trade-in allowance of $25,000 and called for 
a cash payment of $125,000 or 12 monthly payments of $11,000 each. ABC chose to 
accept the latter alternative. Other expenses incurred in connection with the exchange 
were as follows: 


Payroll charges: 


Invoices received: 
Sales engineer who supervised installation 40 hours at eee $ 400 


a. Prepare entries to reflect the exchange on the books of ABC on a basis acceptable for 
Federal Income tax purposes. 
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b. Compute depreciation on the new machine for the years 1955, 1956, and 1957 using 
the basis you computed in (a) above. (Show all computations clearly labeled.) 
(1) On the straight-line method. 
(2) On the sum-of-the-years-digits method. 9 
(3) On the declining balance method at twice the straight-line rate. u 
Number 4 [Estimated time—80 to 110 minutes} 


You have been contacted by the President of the S. Building Company, Inc. This 
Company has never retained the services of a public accountant, all financial statements 
and tax returns having been prepared by the Comptroller. 

The President is disturbed that the net working capital and cash balances at December 
31, 1954 are substantially lower than those of the previous year despite the fact that the 
net profit for 1954, before taxes of $176,500, was $350,000. 

You have been given the following financial statements and have satisfied yourself 
as to the correctness of the figures shown. 


S. BUILDING COMPANY INC. 
BALANCE SHEETS—DECEMBER 31 
Increase 


or 
1954 1953 (Decrease) 


ASSETS 

Accounts receivable (net of allowance for losses)................00000000- 133,000 85,500 47,500 
Fixed assets (net of allowance for depreciation).......................... 500,000 260,000 240,000 / 

$892,000 $644,200 $247,800 

LIABILITIES 

Accounts payable and accrued charges. $263,000 $220,850 $ 42,150 


S. BUILDING COMPANY INC. 
STATEMENT OF RETAINED EARNINGS FOR THE YEAR ENDING DECEMBER 31, 1954 


310,000 


You also have obtained the following information: 


(a) At December 31, the allowance for depreciation on fixed assets was $180,000 in 1954 and $160,000 in 1953. 
Machinery costing $20,000, which was one-half depreciated, was abandoned and written off in 1954. Manu- 
facturing costs absorbed depreciation of $27,000 and selling and administrative expense absorbed $3,000. 

(b) In 1954 Sales were $3,300,000; Cost of goods sold was $2,650,000 and Selling and administrative expense (ex- 
cluding taxes) was $290,000. 
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(c) On January 2, 1954, two insurance policies on material stored in a public warehouse were cancelled. The 
unexpired premiums on these policies amounted to $2,000 and refund of this amount was received from the 
insurance company. Insurance charged to Manufacturing expense was $4,000 and to Selling and administrative 
expense $500 for the year. Other prepaid expense writeofis were $12,000 to Manufacturing expense. 

(d) The balance in the Allowance for loss on accounts at each year-end was 5% of the gross amount of receivables, 
Writeoff of receivables amounted to $2,300 in 1954. 


You have been asked to prepare: 


a. Statement accounting for the decrease in net working capital (Statement of Source 
and Application of Funds). 

b. Statement accounting for the decrease in cash (Cash Flow Statement). Support 
this statement with details in good form showing how you arrived at cash required 
for Manufacturing costs; Selling and administrative costs; and Prepaid expenses, 


Solution to Problem 1 


(a) 
SCHEDULE SHOWING CASH PAYMENT 
FROM COSTELLO TO ABBOTT AND BARNES FOR ONE-THIRD INTEREST 
JANUARY 1, 1954 


Capital per Balance Sheet, January 1, before adjustment 


Add: Net revaluation of furniture and fixtures per agreement of sale 

Less: Two-thirds interest retained by Abbott and 44 ,000 
One-third interest acquired by Costello: 

(b) 

A.B.C. GROCERY CO. 
PROFIT AND LOSS STATEMENT 
FOR THE YEAR ENDED DECEMSER 31, 1954 

Cost of goods sold: 

$556 ,000 

Expenses 

Salaries and wages (including salary to Costello). $ 77,000 

Distribution of net income: 
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@ ABBOTT AND BARNES 
STATEMENT SHOWING TOTAL TAXABLE INCOME BEFORE PERSONAL DEDUCTIONS 
YEAR ENDED DECEMBER 31, 1954 
Abbott Barnes 
COMPUTATION OF INCOME FROM A.B.C. GROCERY CO. 
Abbott Barnes 
Net income for the year per statement of A.B.C. Grocery Co................eeeeeees $ 5,650 $ 5,650 
Add back depreciation on revaluation increment on furniture and fixtures. 
COMPUTATION OF LONG TERM CAPITAL GAINS AND LOSS 
Abbott Barnes 
Long term capital gain on A.B.C. partnership transaction...................000008: $ 1,000 $ 1,000 
Long term capital gain and loss on other transactions..................02eeeeeeeees 4, (3,000) 
50% of gain and $1,000 of loss to statement above $ 2,500 ($¢ 1,000) 
Barnes may carry the remaining $1,000 loss to another year. 
Solution to Problem 2 
X.Y.Z. PARTNERSHIP 
SCHEDULE SHOWING HOW CASH PAYMENTS SHOULD BE MADE TO 
PARTNERS AS ASSETS ARE REALIZED 
Cash Realized 4 Z 
From $18,001 to any greater amount received................0000ee00: 40% 40% 20% 


X.Y.Z. PARTNERSHIP 
WORKSHEET TO DETERMINE SCHEDULE OF CASH PAYMENTS 


X (40%) Y (40%) Z(20%) Total 


Capital account (original investment)...............0.0.0ceceeeeees $20,000 $25,000 $10,000 $55,000 
Current account (undistributed earnings net of | ee 1,500 (2,000) 1,000 500 


Total of partners’ equities. . . 
Possible loss to wipe out Y.. . 


dxagnadaranadahseomnhannaamy $36,500 $23,000 $16,000 $75,500 
23,000 23,000 11,500 57,500 


Additional possible loss to wipe out Z...............00cceeeceeeeees ,000 ‘ 13,500 
Additional possible loss to wipe out X ............ccceececceceecees $ 4,500 $ 4,500 
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Solution to Problem 3 


(a) JOURNAL ENTRIES 
a 


Allowance for amortization of appreciation.............. 
Surplus from unrealized appreciation... acs 
Machinery 
To close out the accumulated allowances for depreciation, for amortization of ap- 
preciation and the appreciation surplus accounts. The allowance accounts are 
computed as follows: 


Depreciation 13/20 of S77, 250.00. $50,212.50 
(2) 
To — the machinery account to the depreciated cost basis of the machinery on 
hand: 
(3) 


Accounts payable (sales engineer)... . . 
Freight-in (new machine). . ; 
Freight-out (reduction in trade- in).. 

To record purchase of new machine. 


(b) 
DEPRECIATION ON NEW MACHINE 


(1) Straight-line method 
1955 


(2) Sum-of-the-years digits method 


26,859.37 


$ 26,859.37 


(To obtain the denominator, add 1 and 20; multiply the sum by 20; then divide 


the product by 2.) 


155,637 


1957 $155,637.50X19/210X}......... 


(3) Deciees balance method at twice the straight-line rate. 
55 $155,637.50X10%X4 

1956 $155,637.50 10% x4 


. $7,040.74 


$7,781.87 
7,003.69 


$124, 821.87 


$ 26,859.37 


$ 7,411.31 
14,452.05 


13,710.92 


$ 7,781.88 
14,785.56 


13,307.01 
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Solution to Problem 4 


(a) 


Funds provided : 


Net income for the year. 


S. BUILDING COMPANY, INC. 
STATEMENT OF SOURCES AND APPLICATION OF FUNDS 
FOR THE YEAR ENDED DECEMBER 31, 1954 


Add items not requiring the use of current funds: 


$ 263,500 
Funds applied: 
(b) 
S. BUILDING COMPANY, INC. 
CASH FLOW STATEMENT 
YEAR ENDED DECEMBER 31, 1954 
Cash used for: 
Cash received from: 
CALCULATION OF PROVISION FOR INCOME TAXES 
lling and administrative $290 ,000 


Net profit for the year..... 


325 
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CALCULATION OF COST OF GOODS MANUFACTURED 


Inventories, December 31, 1954 
Cost of goods sold ; 


CALCULATION OF CASH REQUIRED FOR MANUFACTURING COSTS 


Cost of goods manufactured 

Less: Non-cash cost of: 
Insurance expense allocated sind 
Other prepaid expense write-offs........ 


Manufacturing costs payable in cash $2 , 646, 500 
Add: Accounts payable and accrued charges, December 31, 1953 220,850 


$2,867,350 
263,000 


Less: Accounts payable and accrued charges, December 31, 1954 
Manufacturing costs paid in cash 


(Note: It is possible that some of the accrued charges are for non-manufacturing costs but no means 
of allocation is given in the problem.) 


CALCULATION OF CASH REQUIRED FOR SELLING & ADMINISTRATIVE COSTS 


Selling and administrative expense (excluding taxes) 
Less: Non-cash costs of: 
Depreciation...... 


CALCULATION OF CASH REQUIRED FOR PREPAID EXPENSES 


Prepaid expenses, December 31, 1954 

Credit for refund of premiums 

Allocation to manufacturing costs—insurance 

Allocation to selling and administrative costs—insurance 
Write-offs of other prepaid expenses 


CALCULATION OF CASH REQUIRED FOR PAYMENT OF INCOME TAXES 


Provision for income taxes, December 31, 1953 
Provision for income taxes for the year 1954 


$ 238,350 
Less: Provision per Balance Sheet, December 31, 1954 176,50 


Cash used for payment of income taxes $ 61,850 


Cash recei 


(Note: 
Increas 
5% of | 
Add w1 


Additic 


Less: Inventories, December 31, 1953. . : 152,500 Less: Add 
Acc’ 
Cost of goods manufactured .. $2,689,500 
4,000 
... $2,604,350 
Insurance expense allocated........ 500 
and. administrative coats paid) in. 78 
Less: Prepaid expenses, December 31, 1953............ 14,000 


I 
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CALCULATION OF CASH RECEIVED FROM ACCOUNTS RECEIVABLE 


Accounts receival 


137,800 


Cash received from accounts receivable $3 ,247 , 700 


(Note: The addition to the allowance for losses is computed as follows: 
Increase in net receivables, $47,500+95% =$50,000) 
5% of $50,000 
Add write-off 


Addition to allowance 


$3,385, 500 
Accounts receivable, net, December 31, 1954..................e.2ceeeeeeeeee. 133,000 
= 
100 
350 
100 
50 
00 
0 
”) 
0 
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ASSOCIATION NOTES 


E. Buri AvusTIN 


CANADA 
Queens University 


A commerce advisory council has been estab- 
lished at the university, comprising 15 members 
of outstanding reputation in the business com- 
munity. Its function is to advise and consult with 
the university and faculty in matters affecting the 
interest and progress of the school. 


ALABAMA 
University of Alabama 


S. Paut GARNER has been appointed dean of the 
School of Commerce and Business Administra- 
tion. A. J. PENz has succeeded Garner as head of 
the Department of Accounting. PENz appeared on 
the program of the Louisiana Institute on Ac- 
counting in October. 

J. E. Lane delivered a paper on recent de- 
velopments in accounting theory at the Sympo- 
sium on Accounting in Chapel Hill, North Caro- 
lina. 

R. H. VAN Vooruis delivered a paper on in- 
ternal accounting reports at the Georgia Institute 
on Accounting in December. 

The Department of Accounting co-sponsored 
the 10th Annual Federal Tax Clinic held at the 
university in October. During the same month, 
the department also co-sponsored the 5th Annual 
CPA Workshop. 

S. Paut GARNER has been elected Secretary- 
Treasurer of the Alabama CPAs. 

New instructors include CHARLEs F. Nacy, 
R. E. SKELLY and PErcy YEARGAN. 

J. E. Money has been appointed lecturer in 
Accounting. 


ARKANSAS 
University of Arkansas 


LrEon P. Cook is on leave this year working on 
his doctorate at the University of Alabama. 

Crecit WALTON, of Arkansas State College, has 
been appointed instructor. 

Forrest D. Hiccins has completed super- 
vision of the installation of a complete IBM 
system for the Arkansas State Highway Depart- 
ment. 


COLORADO 
University of Colorado 


HERMAN I. ARENSON has been granted an in- 
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definite leave of absence due to illness. 

H. W. Kenpricx has been appointed head of 
the Department of Accounting, succeeding G. C, 
FULLERTON who is deceased. 

RosBert S. WaAsLEY has been appointed as- 
sistant to the dean of the School of Business. He 
was a member of the “Case Writing Group” at 
the Harvard School of Business during the 
summer. 

WitraMm A. Kruse joined the staff as assistant 
professor last year. JosEPH W. BACHMAN has also 
joined the staff as assistant professor. 

The 3rd Annual University of Colorado Ac. 
counting Institute will be held at Boulder, April 
24, 1956. A fine program has been planned which 
will appeal to public, industrial, and govern- 
mental accountants. 


FLORIDA 
University of Florida 


F. Mosuter has resigned to take a 
position with a public accounting firm in Tampa. 

M. Terry McNas has resigned from the staff 
to open his own accounting practice in Tampa. 

Cart T. DEvinE has been appointed visiting 
professor for the current academic year. 

The University of Florida was host in October 
to the 6th Annual Graduate Accounting Con- 
ference. 200 persons participated in the con- 
ference. 


IDAHO 
University of Idaho 


Epon S. HENDRIKSEN has resigned to accept 
an assistant professorship at Washington State 
College. 

Howarp D. JENSEN has returned from sab- 
batical leave, during which time he did graduate 
work at the University of Minnesota. 

FranK G. Rizzarpz1 has recently resigned from 
the General Motors Institute to join the staff as 
assistant professor. 

Bruce P. Bunce has been appointed account- 
ing instructor. 


ILLINOIS 


De Paul University 


RussELL Bowers joined the staff as an asso- 
ciate professor and WILLIAM REINBOLD has been 
appointed assistant professor. 
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University of Illinots 

E. J. DeMaris, of the University of Montana, 
and W. C. TuTHILt, of the University of Michi- 
gan, have been added to the staff as assistant 
professors. 

L. E. JAcoBsEN and P. H. WALGENBRACH 
have been added to the staff as instructors. 

Promotions to the indicated ranks have re- 
cently included Norton M. BEDForRD, professor, 
DororHy LITHERLAND to associate professor, 
K. W. Perry to associate professor, D. H. 
SKADDEN to assistant professor, and D. L. ForBEs 
and R. E. KARRENBROCK to instructor. 

Netson D. WAKEFIELD has been appointed 
editor of the Illinois Certified Public Accountant. 

R. I. Dickey was employed during the sum- 
mer with a national firm of CPAs. 


Southern Illinois University 


Recently added to the staff are RALPH Swick, 
from the University of Indiana, and EMERSON 
ERB. 


INDIANA 
Butler University 


Witi1am F, SHors is a member of the educa- 
tion committee of the Indiana Association of 
CPAs, the Indianapolis Control of the Controllers 
Institute of America and the Indianapolis Chap- 
ter of the Institute of Internal Auditors. 

Epwin C. Bome i is a member of the educa- 
tion committee of the Indianapolis Association of 
CPAs. 


IOWA 
State University of Iowa 


Harry H. Wane has resigned the headship of 
the Department of Accounting and has accepted 
an appointment at the University of Texas. 
Gumpert P. Maynarp has been appointed 
Wanbr’s successor. 

Bitty L. Barnes, formerly of the University 
of Illinois, has been appointed assistant professor. 

Other recent appointments as instructor in- 
clude Duane CLARKE, Donatp N. EvyLEr, 
Cram W. Kyome, Ronatp C. and 
O. Starks. 

The College of Commerce, cooperating with 
the Iowa Society of CPAs, recently conducted a 
tax and accounting conference in Iowa City. 


KANSAS 
University of Wichita 


The university will be host to the Ist Annual 
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Petroleum Accounting Conference to be held on 
the campus on April 27 and 28. This event will 
be co-sponsored by several professional and in- 
dustrial accounting organizations. WILLIAM F. 
Crum will be general chairman for the first ses- 
sion. Emphasis will be on production aspects 
rather than the refining or marketing at this first 
meeting. 


LOUISIANA 
Tulane University 


Louis H. Jorpan has been appointed to the 
faculty as associate professor. 

The 5th Annual Tulane Tax Institute was held 
in New Orleans in November. 


MASSACHUSETTS 
Massachusetts Institute of Technology 


ZENON S. ZANNETOS has been added to the 
faulty as instructor. 

Myron J. Gorpon has been appointed to the 
rank of associate professor. 

Tuomas M. Hitz has received a six-month 
appointment as visiting lecturer at Leeds Uni- 
versity in England, starting in February, 1956. 

Myron J. Gorpon has presented the following 
papers: “Problems of Going Concern Valuation” 
at the New England Conference of Accounting 
Instructors, and “Capital Equipment Analysis” 
at the Institute of Management Sciences. 

Rosert H. Grecory has served on the pro- 
gram of Operations Research Society of America 
and of the Business and Statistics Conference at 
the University. Grecory also gave a training 
course dealing with electronic data processing and 
management implications last summer for a large 
oil company. 

GorDON SHILLINGLAW presented a paper en- 
titled “Rate of Return as a Managerial Tool” 
before the New York Chapter of the National 
Society for Business Budgeting in February. 


MICHIGAN 
University of Michigan 


The following members of the faculty have 
resigned: HAROLD BIERMAN, Jr., RosBertT E. 
LinvE, A. W. Patrick, RoLAND F. SALMONSON, 
and TuTHILL. 

New staff members who are entering the Ph.D. 
program are: JAMES W. BAKER, PETER C. BRIANT, 
Tuomas J. Burns, THomas F. KELLER, ARTHUR 
B. Moss, Frep L. KistirerR, and ARTHUR 
HOVERLAND. 

H. has returned to the staff 
after an extended absence due to illness. 
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R. LEE BrumMet has rejoined the staff after 
spending the past year at Cornell University. 

James S. ScHINDLER of Washington University 
is spending a year here as lecturer. 

RosBert D. Haun of the University of Ken- 
tucky is serving as visiting professor in the ad- 
vanced training center of the Internal Revenue 
Service during the current year. 

FRANK P. SmitH addressed the national con- 
vention of the National Society of Public Ac- 
countants in Detroit in June. 

The Advanced Training Center of the Internal 
Revenue Service, under the direction of CHARLES 
J. Gaa, has been expanded to include 150 in- 
ternal revenue agents and 50 collection officers. 


Michigan State University 


A. C, LITTLETON was a visiting professor dur- 
ing the spring quarter. 

B. C. LEMKE has taken a sabbatical leave for 
travel and study in Europe. 

Wit.iaM A, Paton, JR. has been added to the 
staff as assistant professor, coming here from 
Davidson College. 

The following instructors have been added: 
RoLaNnD F. SALMONSON, BurTON L. GRAUBART, 
Marie E. DusBKE, and Howarp L. WRIGHT. 

ROBERT SPINDLER resigned from the faculty to 
become assistant controller at Central Michigan 
College. 

Bruce Furaey resigned to accept a professor- 
ship at New York University. 


NEW YORK 
Columbia University 


Jacos ADLER is attending the Graduate School 
of Business and is a part-time lecturer. He is on 
leave currently from the University of Hawaii. 


NORTH CAROLINA 
University of North Carolina 


The University was host in November to the 
16th Annual Symposium on Accounting and 
Taxation. The program featured as speakers a 
large number of professional accountants of 
national prominence. 


OHIO 


University of Dayton 


New staff members include GEorce GusTarF- 
SON, WILLIAM J. SERRAINO and Mrs. JANET 
WILSON. 

Recent resignations include K. L. CHANG, 
PERDUE and RoBERT BEHLING. 


The Accounting Review 


University of Akron 
DENNIS GORDON is serving as president of the 
Akron Chapter of NACA. Other faculty members 
on the board of the Akron chapter are Jams 
MILLER, director of public relations, and Rozgrr 
KATZENMEYER, program director. 


Miami University 


E. BEN YAGER has been added to the staff as 
assistant professor. 

RosBert E. SEILER has resigned to accept a 
position at the University of Texas. 


Western Reserve University 


Joun A. CLINKENBEARD, of Syracuse Uni- 
versity, has been added to the staff as assistant 
professor. 

Tuomas M. DIcKERSON has been working with 
the Public Accountants Society of Ohio during 
the past year developing and conducting an edu- 
cational program for their members leading to 
preparation for the CPA examination. 


OKLAHOMA 
Oklahoma A. and M. College 


B. F. Harrison has been appointed a member 
of the American Institute of Accountants Ad- 
visory Panel on Uniform CPA Examination. 


PENNSYLVANIA 
University of Pittsburgh 


New appointments as_ lecturers include 
CHARLES COOPER, JOSEPH NEWMAN, Davin H. 
DILLEY, FREDERICK VAN Scoyoc and WALTER 
HANnkxK. 

WALTER Herm has resigned. 

The 6th Annual Accounting Symposium was 
held on the campus in November. 

L. A. WERBANETH, JR. spoke before the 
Pittsburgh Chapter of the Pennsylvania Institute 
of CPAs in November on income tax problems. 

C. L. VANSICKLE has recently appeared on the 
program of the Pittsburgh Chapter of Pennsyl- 
vania Institute of CPAs, and the Army Command 
Management School, and has served as cost con- 
sultant to the U. S. Air Force. 


RHODE ISLAND 
University of Rhode Island 


Porter S. Woop, formerly of the University 
of Georgia, has been added to the staff as assist- 
ant professor. 

Brooxs A. SANDERSON was chairman of the 
annual Tax Institute sponsored by the university. 
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WINFIELD S. Briccs has recently addressed 
the Rhode Island Chapter of NACA, the New 
England Conference of Accounting Teachers, and 
the Maine Society of Public Accountants. Briccs 
also recently received the trophy awarded an- 
nually by the Providence Chapter of NACA to 
the most valuable member. 


SOUTH CAROLINA 
University of South Carolina 


Marvin Tummins, formerly of the University 
of Georgia, has joined the staff as professor of 
accounting. 

Joun S. Hern has recently returned to his 
duties after a year of graduate study at the Uni- 
versity of Indiana. 

TEXAS 
University of Texas 

Joun A. WuiTE has been named Associate 
Dean of the College of Business Administration 
and CHARLES T. ZLATKOVICH has succeeded him 
as acting chairman of the accounting department. 

New full-time staff members are: RoBERT E. 
SEILER, of Miami University, Ohio, and ROBERT 
E. Live, formerly of the University of Michigan. 
Both of these men are assistant professors. 

Harry H. WapDE has joined the staff as tem- 
porary lecturer. 

Frank D. Graypon has returned to the uni- 
versity in the capacity of budget officer and asso- 
ciate professor. 


Texas Technological College 


Epwin LANKFORD has resigned to accept a 
position in public accounting. 

ArTHuR P. Roserts, of Louisiana State Uni- 
versity, has been appointed assistant professor. 
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FreD W. Norwoop has been promoted to the 
rank of professor. 

Mrs. Lura P. Eaves conducted a tour of 
Europe during the past summer. 

The accounting department was co-sponsor of 
a Tax Conference held on the campus in October. 


University of Houston 


The university was host in November to the 
2nd Annual Institute on Taxation. 


UTAH 
University of Utah 


Roianp W. Funk was appointed lecturer in 
accounting to replace Roy E. TuttLe, who 
transferred to the University of Wisconsin. 


VIRGINIA 
University of Virginia 


A. W. Parricx, of the University of Michigan, 
has joined the staff as assistant professor. 


WASHINGTON 
University of Washington 


Kermit O. Hanson has recently been ap- 
pointed executive officer of the Department of 
Accounting, succeeding DonaALD H. MACKENZIE 
who died in August of last year. 

KENNETH B. BERG has been appointed to the 
rank of associate professor. 

WALTER S. PAtMER, formerly on the staff at 
Stanford University, has been appointed assistant 
professor. 


Washington State College 


Epon S. HENDRIKSEN, formerly of the Uni- 
versity of Idaho, has been appointed assistant 
professor. 
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The Informal 
PLACEMENT EXCHANGE 


of the American Accounting Association, 


TEACHERS interested in a new position, and SCHOOL AD- 
MINISTRATORS interested in obtaining new instructors are 
invited to use the services of the PLACEMENT EXCHANGE. 
Members, Associates, and Nonmembers may register for place- 
ment service. No fee. 


Registration Blanks May Be Obtained From the Office of: 


PROFESSOR ARNOLD W. JOHNSON 
Graduate School of Business Administration, New York University 
go Trinity Place, New York 6, N.Y. 


PLACEMENT INFORMATION 


Available June or September 1956, man, aged 30, M.A., C.P.A. Four years 
public, six years’ teaching experience. Desires new teaching position in Midwest 
or South. 2561 


Fall, 1955, Man, Aged 44, B.S., M.S., C.P.A., Ph.D. Residence Completed. 
Fifteen years teaching and five years’ public experience. Prefer Western school. 
2562 


The Sixth Annual Directory of Graduates Available for Employment During 
1956 published by Delta Sigma Pi may be obtained free of charge by writing 
to The Central Office of Delta Sigma Pi, 222 West Adams Street, Chicago 6, 
Illinois on a company letterhead. 
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ParoN AND PATON, Corporation Accounts and Statements....... . Harvey G. Meyer 334 
Sr, CLAIR AND KoEsSTLER, Cost Accounting.................--.+.++. Harry E. Kerrigan 334 
SywirH AND ASHBURNE, Financial and Administrative Accounting. . . Wendell P. Trumbull 335 
BUNNELL, Railroad Accounting and Statistics. . 336 
Economics 


COMMITTEE FoR Economic RESEARCH, Business Concentration and Price 


HasKINS AND SELLS, Data Processing by Electronics 


KumncmMan, HERBERT F. (editor), Electronics in Business 


BarDES, MAHON, McCuLLoucGH, RICHARDSON (editors), Montgomery’s 
Federal Taxes, 36th ed... 


BOOK REVIEWS 


ArtHur M. Cannon, Editor 


Monp, Government and Business, Floyd R. Simpson 338 

AmBRICAN SOCIETY OF APPRAISERS, Appraisal and Valuation Manual. Ernest M. Fisher 339 
Electronics 

Cuarmn, An Introduction to Automatic Computers Robert H. Gregory 339 

AmeRICAN MANAGEMENT ASSOCIATION, Electronic Data James Don Edwards 
Government 

SmitHtes, The Budgetary Process in the United States............... Roy Blough 341 
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Hopnett, Industry-College Relations.................0.0ececeeeeee Thomas H. Carroll 343 

U.S. DEPARTMENT OF LABOR, Professional Opportunities for Women.. Marguerite Gibb 344 
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The Accounting Review 


Accounting 


Wittiam A. PATON AND A. PATON, JR., Cor- 
poration Accounts and Statements (New York: The 
Macmillan Company, 1955, pp. viii, 740, $6.75). 


Advanced Accounting, 1941, has been revised and 
appears now in two volumes: Asset Accounting, which 
was reviewed by this reviewer in the October 1952 issue 
of THE AccouNnTING REviEw, and this new Corporation 
Accounts and Statements. 

This volume is characteristically PATON in every re- 
spect. The reader expects to find and does find the 
familiar expressions such as “hard to swallow,” ‘‘but- 
toned together,” which characterize the speech of this 
dynamic scholar who is strictly not “run of the mine.” 
The work of William A. Paton, Jr. is increasingly evi- 
dent in this second volume of the revision. 

The authors have taken pains to relate accounting to 
other disciplines and have included considerations of 
law, financial management and taxation at many 
points. They believe that ‘‘it is imperative that all possi- 
ble care be taken to analyze and describe corporate 
transactions and operations clearly and accurately, in 
all their implications.” This has resulted in much new 
material, and in expanded coverage on subject matter 
included in the earlier volume. 

In Chapters I-VII the new material relates particu- 
larly to employee stock options, stock discount, divi- 
dend determination, accumulated losses and dividends, 
casualty reserves, settlement of preferred dividend 
arrearages, and treasury stock. The treatment of 
treasury stock is particularly complete, and some read- 
ers may feel that the discussion has been carried to un- 
necessary lengths. However, the authors believe that 
this subject has been confused and inadequately treated 
and that it is high time that the muddy waters be 
cleared. 

In Chapters VIII-XII some of the new materials re- 
late to interpretation of bond discount, the nature of 
net income, and to income determination—deductions. 

With respect to federal corporation taxes, it appears 
that the authors are not always consistent. On page 11, 
the double taxation argument seems to be accepted by 
the authors as valid and certain equity provisions are 
suggested. Then on page 374 they recognize that income 
taxes are a price-influencing cost and state that ‘“The 
plain fact seems to be that at least a major part of the 
present burden of corporate income and profits taxes is 
shifted to those who buy corporate products.” If this is 
correct then only such portions of these taxes that can- 
not be shifted constitute double taxation to the share- 
holders as shareholders. 

The authors have given thorough treatment to the 
funds statement and have presented a new form of this 
statement which includes receipts from sales and other 
earnings and current outlays for expenses, taxes and 
interest. There seems to be no good reason why consid- 
eration should start with net income, omitting a portion 
of the revenue stream. Mature theorists as well as stu- 
dents will find this treatment interesting. 

A very practical presentation of the retained earnings 
statement is presented on page 141. 


In this volume as in Asset Accounting considerable 
attention is given to price level problems, and uniform 
dollar reporting is strongly and logically advocated, 

One could go on to great lengths in describing and 
analyzing this volume. Emphasis throughout is on care. 
ful econornic analysis and interpretation. The author 
care not where the chips may fall, and substitutes for 
logical thinking inherent in practices based on “con. 
servatism’”’ or “accepted practice” are not condoned, 
Public accountants will consider many conclusions and 
recommendations as impractical, but many of them will 
agree that the profession needs crusaders who are ana- 
lytical thinkers and who are not afraid to question 
authoritative opinion. 

The authors deserve great credit in revealing ac- 
counting theory to the student as a logical body of 
knowledge to be used by the accountant in probing 
economic activity, not as a body of arbitrary rules and 
accepted practices. 

Problems and Cases for Corporation Accountants and 
Statements, a separate volume, has been prepared to ac- 
company this volume. 

Harvey G. MEYER 
Professor of Accounting 
The University of Tennessee 


Homer St. Cram Pace Epwarp J. Koester 
Cost Accounting (New York: Pace and Pace, 1956 
pp. viii, 516, $7.00). 


This volume in the Pace Accounting Series offers a 
semester’s study of cost concepts, cost methods and 
procedures, and cost analysis. The reviewer found the 
book meaty, straight-forward, practical, complete and 
up to date; he found it written for the student taking up 
the study for the first time, and, as such, a textbook 
rather than a treatise. 

In keeping with the pattern of the other books in the 
same series, the presentation is divided into eight sec- 
tions as follows: 

Section I (pp. 1-40) gives an extended introductory 
treatment; it starts with the nature and purpose of cost 
accounting, defines the main elements of cost, and then 
with one short and one long illustration explains the 
basic method of cost accounting. Section II (pp. 41-82) 
discusses “‘plans” of production, and the correlated 
organizational features, layout, and costing method; it 
then takes up the costing procedure for one such plan— 
continuous production—implementing the treatment 
with comprehensive illustrations. Example #1 deals 
with a single product receiving uniform processing; 
example #2 deals with a product having components 
requiring varying processes for manufacturing. 

Section III (pp. 83-130) continues the study of 
process cost accounting, attention going to the more 
important problems confronted such as: measurement 
of uncompleted work; accounting for overhead; ac- 
counting for scrap, waste, and spoilage; accounting for 
joint products, and by-products; and cost statements. 
Section IV (pp. 131-172) turns to job production; pro 
cedure is explained and illustrated through a 15-page 
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case, followed by attention to a number of miscellaneous 
matters commonly met in job production situations. 

Section V (pp. 173-232) starts the second half of the 
book by a discussion of a review case in which the same 
plant uses process costing for some phases of its opera- 
tions and job costing for other phases. The section next 
takes up the factory ledger and how to operate it; then 
follow some 37 pages of detailed study of accounting for 
materials including the problem of material control. 
Section VI (pp. 233-283) discusses accounting for labor 
and overhead and the internal control of these elements 
for maximum efficiency. Necessarily, the discussion 
turns to techniques for comparison of actual costs with 
estimated costs, and the role of the latter in pricing. 
Section VII (pp. 284-332) takes up standard costs— 
their nature, and details of procedure under a standard 
cost system. As in other parts of the book, an extended 
illustration serves as the explanation medium, with good 
effect. The section ends with a case in which both actual 
and standard costs are developed under a combination 
system. 

In the final section (pp. 333-402), the book points 
out the ways cost accounting knowledge is of help in 
other areas of managerial accounting. Included here are: 
distribution cost accounting and analysis; budgeting 
and its relation to costs; differential costs; break-even 
analysis; and “‘direct costing.” In the back of the book 
are over 100 pages of exercises suitable for written as- 
signments and discussion in class. Accompanying the 
book are manuals of answers and guides for teaching the 
book. 

Rare indeed is the teacher who can by-pass cost ac- 
counting completely in teaching other subjects such as 
general accounting, auditing, or taxes. Cost accounting 
is that deeply rooted. Among the well-known fields of 
accounting, cost accounting has easily seen the greatest 
expansion. It is probably today the largest consumer of 
accounting manpower, and the one most intimately 
connected with day to day operations, of any of the 
special fields of accounting. ‘“‘Cost accounting” seems 
to have an unlimited capacity for absorbing (and re- 
warding) the efforts of those who have devoted them- 
selves to its development. There is an ever-increasing 
army of practitioners, teachers, and writers expending 
their time and energy on the subject, but there is room 
for all. The Pace-Koestler book is the latest contribu- 
tion to this active field, and to the college world’s study 
of this indispensable technical prop to modern ac- 
counting. 

Harry D. KERRIGAN 
Professor of Accounting 
University of Connecticut 


C, Ausrey and Jm G. AsHBURNE, Financial and 
Administrative Accounting (New York: McGraw-Hill 
Book Company, Inc., 1955, pp. x, 493, $7.00). 


Financial and Administrative Accounting by Profes- 
sors Smith and Ashburne of The University of Texas 
has been written especially for a second-year course 
which is offered to non-accounting majors. The authors 
recommend it “for use in executive training programs; 
as a terminal accounting course for undergraduates 
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majoring in management, finance, statistics, or market- 
ing; as a minimum training for prospective teachers of 
bookkeeping in secondary schools; or as a unit course 
for graduate students in fields related to accounting.” 
It is their objective “to develop informed users of ac- 
counting data and services rather than to train indus- 
trial accountants.” 

Most readers of this book will probably consider it 
interesting and sound. It covers a wide range of prob- 
lems in a very satisfactory, often excellent manner. It 
deserves a careful reading by teachers who are seeking 
a new text or new ideas for a course along the lines 
mentioned above. For a three-hour course the book has 
topics and problem material to spare. 

The over-all organization of Financial and Adminis- 
trative Accounting may be summed up roughly as fol- 
lows: 


Financial accounting 6 chapters 167 pp. 
Administrative accounting 7 chapters 173 pp. 
Income-tax regulations 3 chapters 54 pp. 
Miscellaneous 4 chapters 85 pp. 


The pages on financial accounting are concerned mainly 
with standards and concepts accepted today by ac- 
countants as necessary to the fair presentation of a 
firm’s periodic earnings and financial position—‘‘ma- 
terial of special importance to investors, credit men, and 
bank officials as well as the small-business owner and 
the corporation executive.”’ The chapters on administra- 
tive accounting emphasize, of course, the applications of 
accounting principles and techniques to the internal 
managerial needs of a business. Federal income-tax 
requirements are included to the extent of giving the 
student ‘‘an understanding of the primary provisions of 
the tax code as it affects the individual taxpayers and 
small business organizations.” The miscellaneous 
material includes a summary of elementary accounting, 
a description of accountants’ organizations in the United 
States, and a review of the services rendered by certified 
public accountants. 

As to problem material, there is an average of ten to 
twelve problems or discussion questions at the end of 
most of the chapters. An outstanding feature here is a 
long case problem concerning a wholesale firm. It ap- 
pears in six installments at appropriate points through- 
out the book. 

The chapters on financial accounting exhibit a care- 
ful and sensible choice of subject matter. In addition to 
clear discussions of the major categories found in finan- 
cial statements, the usual financial statements, including 
some of the simple aspects of consolidation, are briefly 
considered. One of these chapters is a concise explana- 
tion of ten ‘underlying concepts”’ of financial reporting. 
Another chapter, devoted to radio analysis and state- 
ment interpretation, seems particularly good in that it 
includes a reasonably detailed case-study which is well 
integrated with the rest of the chapter. 

The chapters on administrative accounting, similarly, 
contain much well-chosen material. Subjects such as the 
following are covered: (1) the controller’s functions; (2) 
accountingcontrol of purchases, billings and receivables, 
inventories, plant properties, cash receipts and pay- 
ments; (3) costing of manufactured product under job- 
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lot, process-cost, and standard-cost systems; also, the 
analysis of variances; (4) budgeting procedures; (5) 
fixed-variable cost analysis and the uses thereof; and (6) 
internal reports for effective administrative control. 

The concluding chapter on financial accounting deals 
with the pros and cons of price-level adjustments. For 
this subject it would seem highly realistic to add that 
we are probably in the wrong phase of a business cycle 
for the acceptance of anything like uniform-dollar re- 
porting to stockholders. Just as automobile salesmen 
are prone to point out all the exclusive gadgets but not 
the ‘‘bugs” in new models, hired business executives like 
to report good profits and explain why dividends cannot 
be higher, but they cannot be expected to favor heartily 
a new accounting concept which increases total expenses 
to be reported. An observation by Victor H. Stempf 
(concerning accelerated depreciation during World War 
II) would seem incisive and pertinent: ‘The fact is that 
there is a constant and basic conflict between the views 
of management and accountants. Successful manage- 
ment is deliberately conservative, practical, and oppor- 
tunistic, often at the obvious sacrifice of consistency.” 
(NACA Bulletin, March 15, 1942, pp. 968-969). 

WENDELL P. TRUMBULL 
Associate Professor of Accounting 
New York University 


EpwarpD H. BunNELL, Railroad Accounting and Sta- 
tistics (Chicago: Watson Publications, Inc., 1955, 
pp. 272, $6.00). 

Edward H. Bunnell started his railroad service as a 
timekeeper for the Atchison, Topeka and Sante Fe 
Railway, later becoming Auditor of Disbursements. In 
1919 he became General Auditor of the St. Louis-San 
Francisco Railway, later becoming comptroller, and 
Chief Accounting Officer to Trustees. In 1934, he was 
selected as Vice President of the newly organized Fi- 
nance, Accounting, Taxation and Valuation Depart- 
ment of the Association of American Railroads in 
Washington, D. C. He served until 1952 when he re- 
tired. It is his belief that: 

“The modern concept of railroad accounting and 
statistics envisions not only the orthodox or cus- 
tomary functioning of routine bookkeeping which is 
generally included in the accounting category, but 
in addition, extends to fact finding as an aid to 
management in correlating expenditures directly 
with the principal functions of maintenance, opera- 
tion and management.” 

The book includes a comprehensive outline of the 
historical development since 1887 of the Uniform 
System of Accounts for Railroad Companies, pre- 
scribed by the Interstate Commerce Commission. Due 
credit is given to the influence railroad accounting 
officers had in the inception of a railroad accounting 
system and the part they have played in its moderniza- 
tion to present-day needs. 

A chapter is devoted to the accrual plan for setting up 
delayed or unaudited expense items. This the author 
calls “‘an ideal bookkeeping system.’”’ While the Com- 
mission’s rules provide an accrual plan for expense 
items, freight revenue, the author states, is set up on the 
“received” basis by a number of railroads; i.e., taking 
into a month’s freight revenue account revenue on 


freight traffic reaching its destination during the month, 
The author prefers the “forwarded” basis, which would 
require that estimates for those revenues on local way. 
bills in transit or on interline forwarded or intermediate 
waybills should be recorded and not await reporting in 
the subsequent months’ account. 

In the chapter entitled “Accounting Organization,” 
the author outlines a representative accounting organj- 
zation on a large railroad. The duties and functions of 
the various bureaus are detailed and, from the authors 
experience, recommendations are made for efficiently 
carrying out their duties and responsibilities, such as the 
centralization of accounting work, use of mechanized 
equipment, internal auditing, and use of systems and 
procedure groups to develop plans and methods. 

A chapter entitled “Elementary Railroad Bookkeep. 
ing” discusses the general books of a railroad company 
and the nature of the entries to record the various 
transactions in the journals and ledgers. It is unfortv- 
nate that the author, in discussing railroad accounting, 
did not include chapters on freight, passenger and dis 
bursement accounting. One will find mention of these in 
the chapters on paperwork techniques but, as these are 
primary functions of railroad accounting, their im- 
portance would seem to justify amplification. 

Eighty-nine pages are devoted to reports and sta- 
tistics and their use in fact-finding for the guidance of 
management. The author’s varied experience in this 
subject made him a keen student of railroad statistics. 
A detailed historical review of the many discussions by 
railroad engineers and statisticians towards the creation 
and perfection of railroad statistics is an invaluable 
guide to students and researchers in this field. Even 
today the reliability of the Commission’s rules for the 
separation of freight and passenger expenses, to which 
the author devoted considerable space in his narrative, 
is seriously questioned. In his discussion of performance 
records, which he states are fact finders for manage 
ment, the author presents a list of records which he 
considers as indicating the degree of efficient and eco- 
nomical management. Illustrated are twenty-three 
forms used for passenger and freight performance and 
operating reports, systems and statistical data. 

Probably no other subject has received as much at- 
tention in a railroad accounting department as the 
processing of data. In seeking out and applying the 
latest techniques in this field, Mr. Bunnell was a pioneer. 
During his railroad career he was foremost in the intro- 
duction of labor-saving devices for paperwork. He wit- 
nessed the adoption of the typewriter, adding i 
computing machine, and use of punch card tabulating 
machines. During his later years with the Association 
of American Railroads, he became interested in the 
newly invented teletype ‘‘card-to-tape and tape-to- 
card,” coordinated with tabulating machine equipment. 
He was one of the first to recognize its advantages to 
railroad application in speeding-up car movements and 
at the same time securing the necessary statistics as 4 
by-product. The volume of railroad paperwork in al 
departments is enormous and it is only with the use of 
the most modern methods that the cost of doing this 
paperwork can be kept within reason. It is regretied 
that Mr. Bunnell did not live to see the adaptation of 
the new electronic machines to railroad use. 
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In his chapter on Mechanized Paperwork Tech- 
niques, the author covers not only the processing of data 
used in the accounting department, but the mechaniza- 
tion of records used in the movement of cars, simplifica- 
tion of tariffs and passenger ticket forms. 

Achapter is devoted to the discussion of the various 
rules and procedures which govern the interline move- 
ment of freight and passengers between all points on the 
railroads on the North American continent. 

From the financial side of railroad procedures, a 
chapter is included in which the author discusses main- 
tenance, operating and improvement budgets, and 
methods for their preparation, function, and use to 
management. A complete chapter relating to annual 
reports to stockholders is presented, in which the author 
gives recommendations as to the form and consist. 
Eleven illustrated statistical tabulations are included, 
which he considers should be a part of the stockholders 
annual report. 

The book concludes with a glossary of railroad ter- 
minology used in the text, as well as a list of manufac- 
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turers of mechanized office equipment. 

A Publisher’s Note reads in part as follows: 
“Edward H. Bunnell . . . never lived to see pub- 

lication of this book; but did see the first assembly 

of the entire manuscript shortly before he passed 

away ...completion of the work, with its many 

details of organization and preparation of the ex- 

hibits and illustrations, was carried through by 

Allen F. Free, co-author and editor of the manu- 

script.” 

Text books on railroad accounting are non-existent 
or so out of date as to be valueless. Mr. Bunnell, in his 
book on railroad accounting and statistics, has made a 
most important contribution to the railroad industry. 
It is not a book for beginners but, as he states, a “fact 
finder” to those in supervisory positions, not only in the 
accounting department, but in all departments of a 
railroad. 


Bowman H. Moore 
Assistant to Vice President 
Association of American Railroads 


Economics 


Business Concentration and Price Policy, a conference of 
the Universities-National Bureau Committee for 
Economic Research (Princeton: Princeton Uni- 
versities Press, 1955, pp. x, 511, $9.00). 


This collection of papers presented at a conference in 
June 1952 is concerned with the broad area of the in- 
fluences affecting the degree of concentration of in- 
dustry on the one hand and the economic consequences 
of such concentration on the other. Each of the twelve 
main papers is subjected to critical analysis and com- 
ment at the hands of one or two discussants; thus the 
high competence of the discussions is enhanced by being 
put in its proper place for the reader in the spectrum of 
opinion. This feature is especially valuable here, for it 
cannot be expected that in a field as difficult as this 
anything approaching a concensus is to be found among 
economists. 

Five of the main papers deal at length with the prob- 
lems of measuring concentration in ways that are rele- 
vant. The reader who is not already aware of the great 
difficulties involved in this field will find them amply 
gone over, including the possibilities and dangers lurk- 
ing in yielding to the tempting assumption that the 
various measures proposed will in practice yield similar 
results. Even such an apparently simple concept as 
vertical integration refuses to yield readily to the fairly 
ingenious attempt at quantification by M.A. Adelman.. 

That these difficulties are real and not merely the 
quibbles of perfectionists is borne out by the meager- 
ness of the empirical findings and the divergences of 
Opinion over those that do emerge. The volume of data 
available is large and the possible methods of sum- 
marizing it are so varied as to leave the investigator 
with an uncomfortable amount of room in which to 
select his conclusions. This seems especially true of the 
section on the effects of mergers on concentration, to 
which Jesse Markham, Walter Adams and George 


Stocking contributed, and to only a slightly lesser ex- 
tent to the attempt by Richard Ruggles to provide an 
alternative to Gardiner Means’ thesis concerning the 
genesis of the’ cyclical differentials between “‘adminis- 
tered” and “flexible” prices. Another illustration of the 
extreme difficulty of empirical work in this area is the 
extremely limited and cautiously expressed set of con- 
clusions found by Caleb Smith in his survey of the data 
on long run cost curves for plants and firms in different 
industries. As Milton Friedman indicates in his com- 
ments, theoretical considerations lead to the expectation 
that relevant material would be extremely hard to find, 
since to find plants that were in the strict sense larger 
than the minimum cost size would in most cases reflect 
a mistake that even if observed would in many cases 
have been discounted in a lower asset valuation for the 
firm. Thus if an answer to the question of how far the 
inherent diseconomies of scale can aid in limiting in- 
dustrial concentration is sought through appeal to 
observed variations in costs, we cannot expect much. 

Progress along the primrose path of a priori analysis 
is much smoother if less virtuous, and makes much 
easier reading, even though nothing comes out of the 
hat that was not inserted somewhere along the way. 
Accountants will be particularly interested in the analy- 
sis by Lintner and Butters of the effects of taxes on 
industrial concentration. This increasingly complex 
field is covered in a remarkably thorough fashion, par- 
ticularly as to the impact of taxation on growth and 
merger, though the reader is left with tantalizingly little 
that would give him an estimate in which he could have 
confidence as to the relative importance of the various 
tax pressures. Perhaps more attention could also have 
been paid to the tendency of the tax structure to favor 
retention of earnings by established firms and thus to 
reduce the supply of capital available to new firms. But 
here, as elsewhere, it is easy to theorize, difficult to 
demonstrate. 
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Also interesting but inconclusive is Corwin Edwards’ 
discussion of the role of ‘‘conglomerate bigness,” in 
which he presents the thesis that sheer financial strength 
and ubiquity of operation often bring bargaining and 
other advantages to the large firm that do not fall under 
the usual rubrics of monopolistic or imperfect competi- 
tion. Fritz Machlup completes the non-quantitative 
side of the collection with a discussion of twenty-odd 
types of price discrimination, desirable, undesirable, 
neutral, trivial, or significant. It is often very difficult 
to tell from the symptoms whether the lump in the price 
structure is benign or malignant. 

The section that will concern accountants most 
directly, however, is the discussion of full costs as a 
basis for price formation by Helfebower, with comments 
by Coase and Papandreou. The upshot of the discussion 
seems to be that full-cost pricing is of itself neither a 
full explanation of price formation (since the question 
remains of how margins are determined, or of what 
level of operation is to be assumed in distributing over- 
heads) nor necessarily a denial of profit-maximization as 
a major motive of business conduct. In effect this theory 
may be explicative of business procedure, but yet fail 
to provide an adequate basis for predicting what results 
the procedure will produce in particular cases. Or full- 
cost pricing may indeed describe the behavior of the 
entrepreneur who is in effect groping for knowledge 
about the shape of his own demand curve as affected by 
the costs of his competitors, to which his own costs 
serve as a clue. Or it may serve as a convenient norm for 
quasi-collusion. Marginalist and full-cost pricing theo- 
ries can thus be treated as complementary rather than 
substitute doctrines: marginalism does indeed explain 
the rationale of the omniscient entrepreneur, but limited 
human beings in complex situations will need rules of 
thumb for everyday decisions, and even where these 
rules of thumb are ultimately reconciled with marginal- 
ist criteria, the way in which this is done and the way 
in which the everyday applications are made may fit the 
full-cost concept more closely than the fine-spun pre- 
scriptions of marginalist theory. 

The moral for the cost accountant is perhaps that the 
figures he produces will never be fully accepted for price- 
making without the appraisal of external circumstances, 
and that only as they serve, on the average and in 
general, as practical indicators of the solutions that 
would be found, given the information postulated by 
the marginalist, by the application of marginal analysis 
will cost accounting fulfill its role in the process of price 
formation. 

WILLIAM VICKREY 
Associate Professor of Economics 
Columbia University 


Vernon A. Munn, Government and Business, Second 
Edition (New York: Harper and Brothers, 1955, pp. 
xiii, 738, $6.00). 


In these days when business must rub elbows with 
government at almost every turn, there is more than 
ample reason for up-to-date volumes on government 
and business. Students, businessmen and laymen will 
find Professor Mund’s revised edition of Government and 
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Business a real contribution to a better understanding 
of such relationships. 

The first edition appeared in 1950 and has been 
widely utilized in colleges and universities. The revised 
edition has been rewritten to reflect current develop. 
ments, including a section on Small Business (p. 256-8), 
to provide new materials on Economics of Size and Pub. 
lic Policy, and to give greater emphasis on presenting 
both sides of controversial subjects. In addition, an 
appendix consisting of sixteen “Landmark” court de. 
cisions, and a glossary of terms at the ends of many 
chapters, have been included. 

The material needed to prepare a volume such as 
this involves many different areas and therefore makes 
the task exceedingly difficult. For example, Mund’s 
volume treats such varied topics as fair trade, public 
utilities, labor legislation, agricultural price supports, 
fiscal and monetary policies, conservation of natural 
resources, patents, and many others. The author has 
done a terrific amount of work in condensing materials 
from so many sources, both legal and non-legal. Even so, 
at various times the reader may feel the need for more 
facts and analysis than have been provided. For exam- 
ple, in chapters 1 and 2, dealing with the Political and 
Economic Functions of Government, and the American 
System of Government and Business Regulation, 
greater coverage would provide a better foundation for 
understanding the legal and economic process at work. 

As in the first edition, Professor Mund never leaves 
the reader in doubt as to his own criticisms and beliefs 
regarding the operation of the economic system in the 
United States. The following quotation (p. 437) in part 
reflects the author’s point of view, ““Government reports 
and court cases are filled with factual information dem- 
onstrating that a larger part of our present economic 
ills are traceable (1) to gaps, vagaries, and laxity of 
corporation law and (2) to the concentration of eco- 
nomic power in the hands of few corporations in each 
industry.” 

A person not acquainted with the American economy 
might never realize from reading the book the high 
plane of living the economy is providing in spite of re- 
strictions on the “free market” and price competition by 
big business. On the other hand, all thinking people need 
to be concerned about the growth of huge monopolistic 
organizations, whether in business, labor, or agriculture, 
particularly if they develop enough power to dominate 
markets and influence legislative bodies in directions 
not in the interests of the consuming public. Whether 
some can go the full distance with Professor Mund and 
say that either large economic units must be broken up, 
directly controlled, or have government ownership, is 
a matter for more analysis than our society has thus far 
given. None can deny that this book is thought-provok- 
ing, and reveals the nature of many problems of prime 
public concern. 

Those using the book as a text in economics and busi- 
ness classes might have appreciated a greater use of the 
basic tools of analysis in dealing with many of the prob- 
lems discussed. We all too frequently try to impress out 
sophomores with the importance of grasping the basic 
economic tools of analysis and then in the advanced 
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courses fail to employ them in situations where they can 
be of aid. 

Some minor aspects of the book which the reviewer 
found annoying included the tendency of the author to 
overuse ve ‘ue judgments in interpreting court opinions. 
For example (p. 24), it is stated that, “‘. . . in the Sugar 
Trust Case . . . the Court accepted the erroneous view 
... that ‘production’ is separate and distinct from com- 
merce”; or (p. 198) “‘The court in the Morris Run Coal 
Case reached the correct decision” (italics mine). There 
seems to be an overuse of anonymity in indicating the 
position of various groups. The terms, “some business 
men,” “some economists,’ “‘many persons,” “it is re- 
ported,” “it is believed,” “‘it is frequently said,”, etc., 
occur very frequently throughout the book. 

The critical observations above should not detract 
from the fact that Professor Mund has tackled a dif- 
ficult job and in his revision provided a most useable 
volume for classroom and non-classroom use. The 
materials are even more helpfully presented than in the 
first edition. The need for enlightenment on the matters 
discussed is great. The author states the situation very 
well when he says (p. 32), ‘“‘With the present level of 
educational development, one can expect little more 
from the masses than an expression that they are con- 
tented or discontented with existing policies.” This 
volume can aid materially in raising the level of educa- 
tional development. 

Fioyp R. Smmpson 

Chairman 

Division of Business and Economics 
Los Angeles State College 
of Applied Arts and Sciences 


Appraisal and Valuation Manual, 1955-56 (New York: 
American Society of Appraisers, 1955, pp. 445, 
$15.00). 


This book would be more appropriately entitled the 
“Year Book of the American Society of Appraisers.” Of 
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the 445 pages, 138 are given over to the Society’s by- 
laws, roster of members, chapters and chapter officers, 
and other similar organizational material. 

There is no index and the table of contents appears 
at the end of the book as “Index.” There is also an 
“index” to “Recent Articles Appearing in the Society’s 
Magazine.” The table of contents follows several blank 
pages for memoranda, which follow several pages of 
advertisements. 

There is a total of 38 papers which vary greatly in 
quality as well as in range of subject matter covered. 
Many of these are elementary in character and there is 
considerable duplication of material. A number of times, 
for example, the “three approaches to value” are set 
forth in some detail. Some of the articles are principally 
discussion of “bedside manners” or detailed itemization 
of material which the appraiser must gather or have in 
mind. The articles appear to be addresses which have 
been given by members of the Society at various meet- 
ings; the informality of the materials has not been edited 
out. 

Some useful materials are contained in the articles on 
“Depreciation Studies” by Maurice R. Scharff, ‘““Regu- 
lation of the Public Utility Rate Base” by Stuart F. 
Kosters, “‘Appraising Intangibles” by John L. Vaughan, 
Jr., “Valuation of Going Companies for Purchase or 
Merger” by Ford, Bacon & Davis, Inc., ““A Methodol- 
ogy of Art Appraisal” by Sigmund Rothschild, and 
“1955 Construction Cost Survey” by Myron L. 
Matthews, and in the following five articles on shopping 
centers: “Economic Factors and Their Analysis” by 
Larry Smith, ‘The Role of the Architect” by Karl Van 
Leuven, Jr., “The Problems of the Broker and the Pro- 
moter” by Nelson E. Finch, “‘Financing and Appraising 
New Shopping Centers” by Leon W. Ellwood, and 
“Chain Stores in New Shopping Centers” by S. O. 
Kaylin. 

Ernest M. FIsHER 
Professor of Urban Land Economics 
Columbia University 


Electronics 


Nep CuaPin, An Introduction to Automatic Computers; 
A Systems Approach to Business (Chicago: Technol- 
ogy Center, 1955, pp. 245, $9.00), and HasxK1ns and 
Setts, Data Processing by*Electronics (New York: 
Haskins and Sells, 1955, pp. 113, free). 


These two monographs have much in common. Both 
deal with electronic data processors and business sys- 
tems. About 75% of each book describes computer 
components and how they work,”andilists existing com- 
puters. Both, but especially"that by Chapin, have more 
technical descriptions of number systems and computer 
operation than one would expect from the introductory 
comments or seems necessary for the"purpose. 

The notion of how a computer solves a problem is il- 
lustrated by highly simplified examples involving add- 
ing several numbers, payroll accounting, logical choice 
(select smaller or larger), sorting,”"and scaling. These 
last two are odd illustrative choices—sorting is con- 
sidered an inefficient operation and scaling (ta avoid 


loss of accuracy in excessively large or small results) is 
a sophisticated, infrequent business operation. Because 
realistic operations are complex and require lengthy 
programs for solution, the examples selected are trivial 
and do not display the computer’s capabilities. The 
alternate approach of detailed description of computer 
application and the resultant system changes and costs 
is not, however, used. This is regrettable because much 
of business data processing is not computing, but ob- 
taining satisfactory original data and deciding what 
results—reports or otherwise—are wanted. 

Chapin mentions, but Haskins and Sells ignores, the 
important developments in automatic programming 
which enable the computer itself to do much of the de- 
tailed programming work starting from simple instruc- 
tions for the immediate problem. Automatic program- 
ming will probably become an integral feature of any 
computer installation and greatly reduce the user’s pro- 
gramming costs, 
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Haskins and Sells defines electronic data processing 
to exclude the important problem of data generation 
(some firms find that generation may cost twenty times 
as much as processing) and therefore avoids the ques- 
tion of auditing when source information is no longer 
on traditional documents but is in radically new forms. 
The business man will not be disturbed by elimination 
of intermediate calculations and documents, they feel, 
but he will expect traditional documents to remain at 
the periphery of the data processing system; one might 
add, much to the relief of the auditor. 

Regrettably, neither book furnishes any guidance to 
the vast literature on computers and their application 
to business, nor gives credit to other writers, although 
it is probably due. 

The underlying difficulty which plagues these books 
and most of the literature on computers and business 
is that there is no theory of business information sys- 
tems. I think it correct to say that accounting literature 
indicates that accountants have not tackled the problem 
of developing a theory of accounting systems. Therefore, 
instead of dealing with the impact of computers upon 
accounting systems and the resultant implications, the 
easier course is followed by paraphrasing operating 
descriptions and manufacturers’ specifications. It is 
questionable whether accountants will develop a theory 
of business systems after the novelty of describing 
computers passes. There are some indications that com- 
puter-specialists may partly fill the gap by developing 
systems theory, but it is too early to appraise their 
work. In any event, the boundaries of the area in which 
they operate will hardly yield a theory generally applica- 
ble to the broad variety of data processing techniques 
of business. 

Numerous books on computers and business were in 
preparation in 1955 and some people, I understand, had 
several in process. Computers may work at fantastic 
speeds, but book writing seems as slow as ever judging 
by the disparity between start and completion rates. 

Rosert H. GrEGoRY 
Assistant Professor of Accounting 
Massachusetts Institute of Technology 


AMERICAN MANAGEMENT ASSOCIATION, Electronic Data 
Processing in Indusiry: A Case Book of Management 
Experience (New York: American Management 
Association, Inc., 1955, pp. 257, $7.75). 


“Electronifying” clerical aspects of business systems 
is important from the viewpoints of cost reduction and 
efficiency. This report reveals some of the problems in 
electronic data processing equipment. There are three 
major sections with a total of twenty well coordinated 
articles. The sections are: first, The Evaluation of Data 
Processing; second, The Planning Stage, and third, The 
Equipment and Its Use. There is also a very interesting 
Glossary at the conclusion of the report defining terms 
used in discussing computing machinery. 

There are two types of computers, general purpose 
and special purpose. The general purpose computer is 
flexible in nature, whereas the special purpose computer 
can be used only for the function for which it was con- 
structed. The principal components of the computer 
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are: (1) the memory, which can be the magnetic drum, 
electronic or magneticore type; (2) the arithmetic or 
logical unit which performs the addition, subtraction, 
multiplication and division and also the comparison, 
transfer and combinations of these functions; (3) and 
most important the control unit which is necessary to 
set the computer in motion to see that it performs the 
tasks that it is supposed it. In addition to these units, 
it is necessary to have input and output devices. 

The electronic computer stands at the end of a long 
line of mechanical devices to perform clerical functions 
which have stimulated more advanced thinking-out of 
business problems. Computers can be programmed to 
do almost any conceivable job, but that job must justify 
the computer cost. The speed with which the electronic 
computer performs is almost unbelievable. But once 
the general purpose electronic data processing machine 
is loaded with instructions, it performs all steps without 
human intervention. Even so, many of the results of 
some installations have been poor to fair. There are sey. 
eral reasons for this: (1) the current installations are 
experimental and are opening up new horizons; (2) 
failure to recognize large amounts of preparatory time; 
and (3) the failure to recognize that the computers 
might require a new concept of data processing. 

The use of electronic data processing equipment in 
the future will probably provide management with the 
tools of planning and controlling, strengthen the organi- 
zation concept of decentralization, centralize data proc- 
essing and completely separate it from data analysis. 
Undoubtedly, there will be a tremendous impact on 
white-collar workers. 

The practical program of study in the application of 
electronics should be undertaken in relation to definite 
problems existing in the individual company. The ques- 
tion to be decided is what important advantages may 
be gained from using the unique abilities of the machine 
to produce cheaper, better or faster information in light 
of the cost. There must be a balance reached between 
obtaining advantages of improved clerical performance 
and the effective over-all operation of the company. 

The study group of an individual company should 
no doubt understand thoroughly the concepts which 
guide management in the operation of the company, be 
skillful in system analysis, understand legal and audit 
requirements, and have the full confidence of manage- 
ment. The beginning of the study group would be with 
present procedures directed toward a program for the 
electronic data processing equipment to follow. This 
programming is the major obstacle to the ultimate effec- 
tive utilization of the equipment. Extensive studies by 
selected trained personnel, necessitating many years of 
man hours, have been conducted by the companies that 
have or are in the process of transferring accounting 
and clerical functions to electronic data processing 
equipment. 

The section, The Equipment and Its Use, devotes 4 
division to the available automatic equipment: manual, 
semi-automatic punch-card equipment, small drum- 
type digital systems, large general purpose digital sys 
tems, and magnetic storage devices. It was the opinion 
of the authors that the reliability of electronic data 
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processing equipment should be divided into two 
aspects: (1) breakdown due to component failure and 
(2) freedom of the machine output data from error. 

Experiences with a small computer, IBM 650, in- 
stalled by a life insurance company, a medium-sized 
computer, IBM 407 accounting machine, and the IBM 
Calculator-punch, and the large computer, Univac, used 
by a large steel company, are discussed. The report also 
considers specific installations of electronic computers. 
These various applications vary from customer account- 
ing with IBM 702,705 and general accounting for public 
utilities, to production scheduling and labor budgeting 
for an aircraft company, IBM 704,705, to material re- 
quirements for the U. S. Navy and finally the use of 
magnetic tape in a life insurance office. 

It must be remembered that the electronic computer 
is not a brain and does not think. In reality, the data 
processing equipment will only do what it is told to do 
within the limits of its capacity. 

The objective of this report is timely in this day of 
rapidly advancing technology. Elecironic Data Process- 
ing in Industry will appeal to those seeking additional 
information on electronic computers. 

James Don Epwarps 
Assistant Professor of Accounting 
Michigan State University 


Hersert F. KrincMAN, Editor, Electronics in Business 
—A Descriptive Reference Guide, second edition (New 
York: Controllership Foundation, Inc., 1955, pp. 176, 
$2.00). 


This comprehensive annotated bibliography has been 
arranged in such a manner that it will permit the busi- 
ness executive to wade through the wealth of current 
materials on electronic computers with a minimum of 
time. The project team conducted extensive research to 
digest the many periodical articles, pamphlets, proceed- 
ings, reports and books. The guide goes much further 
than the available formal published materials. The 
second phase of the report goes into the conferences, 
seminars, training programs, visual presentations, elec- 
tronic data processing systems, electronic computer in- 
stallations and applications and commercial digital elec- 
tronic computing centers. This logical development of 
bo material facilitates the orientation of laymen in the 

d. 

A typical descriptive reference follows: 

Introduction to Electronic Digital Computers. JAMES 

J. Suttrvan, April, 1955, p. 1. 
“Advantages of electronic computers are outlined. 

Features of various unspecified makes of computers 

are described in some detail. These features include: 
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five input devices such as papertape, punched card, 
magnetic tape, automatic (non-keyed), and direct 
input; the central computing unit and its compo- 
nents; various types of storage available; the external 
control device; four output devices, papertape, punch 
card, magnetic tape, and direct output; reliability 
safeguards of two types, external controls, described 
as diagnostic and program tests, and internal con- 
trols which are built into the machine. A section on 
preparation of an application for processing by an 
electronic computer covers in less detail the following 
topics: definition, preparation, and testing of the 
program; processing actual data and improving the 
” 


p J 
There are some 300 references of this type in the report. 

Readers will find in this guide references to materials 
from several different industries. There are frequent 
references in the bibliography to the use of electrionic 
computers in banking, the public utility field, various 
phases of insurance, and manufacturing enterprises. 

One section devoted to electronic data-processing 
systems summarizes the principal functional character- 
istics and the costs of purchase or rental of certain 
equipment, including, in some instances, certain items of 
input preparation equiprnent. It is emphasized that each 
system should be studied in relation to its proposed ap- 
plication. Operating speeds and capacities, although 
important, should not be the only factors considered. 
High internal operating speeds are wasted if the 
system’s internal capacity lies unused because of input 
or output limitations. All functional characteristics must 
then be weighed in relation to the operations which the 
manufacturer’s system, to be selected from 13 different 
systems discussed in this report, may be called upon to 
perform. 

The final sections of the report are concerned with 
installations, applications and commercial computing 
centers. Some of the installations mentioned are: The 
Detroit Edison Company, The Metropolitan Life In- 
surance Company and The United States Steel Corpora- 
tion. The following are some of the commercial com- 
puting centers whose facilities are available on a com- 
mercial fee basis: Electrodata Corporation, Massachu- 
setts Institute of Technology, and Wayne University. 
The report indicates the type of electronic data process- 
ing equipment used in each of these installations. 

The information in this report will be most valuable 
to interested parties and very timely in this period of 
rapid advancing inovations in electronic data processing. 

James Don Epwarps 
Associate Professor of Accounting 
Michigan State University 


Government 


ArtTaur Suitures, The Budgetary Process in the United 
States (New York: McGraw-Hill Book Company, 
Inc., 1955, pp. xxi, 486, $6.50). 

Governmental decisions on taxes and expenditures 
have an importance for economics comparable in char- 
acter if not in degree to the functioning of the market. 


The Federal budgetary process has a major influence on 
the allocation of a large fraction of the nation’s re- 
sources. Despite this fact, economists have been prone 
to give the subject of budgeting a wide berth, perhaps 
because many economists still consider governmental 
operations to be outside their field, but perhaps also 
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because the tedious jungle of administrative and legis- 
lative details that must be traversed in getting at the 
heart of the matter is not an inviting terrain. Professor 
Smithies, whose five years with the Bureau of the 
Budget give him the great advantage of experience, has 
conquered the jungle and presents in this volume a 
clear and surprisingly interesting account of the bud- 
getary process, its weaknesses, and the directions in 
which improvements are to be sought. 

The author approaches budgeting as an economic 
problem of “allocating scarce resources among almost 
insatiable and competing demands” with the econo- 
mist’s creed “‘that decisions that result from deliberate 
choice among alternatives yield more satisfactory re- 
sults than those made by less rational methods” (p. xv). 
He studies the budgetary process not only to see how 
it works— “it is not far short of miraculous that the 
process works as well as it does” (p. xiv)—but chiefly 
with a view to recommending changes that would help 
achieve more rational results. He refrains from entering 
the controversy over what those results should be. 

The volume is divided into six parts. Part One is 
introductory in character, pointing out the nature and 
functions of the budget and the role which budgeting 
plays in decisions on expenditures and revenue pro- 
grams. Part Two first takes us back to Hamilton and 
Jefferson and traces the main steps in the evolution of 
the budgetary process, with emphasis on the period of 
reform since 1912. Then three chapters are devoted to 
the budgetary process in practice with respect to the 
President’s budget, congressional consideration, and 
budget execution and review. This discussion brings into 
bold relief the major defects of the budgetary process. 

Part Three lists six defects in congressional budgeting 
procedures and seven defects in executive procedures; 
it then presents objectives of budget reform and pro- 
poses methods for improving the budgetary process, 
both in Congress and in the Executive Branch. 

In Parts Four and Five the author turns from the 
budgetary process as a whole to the budgeting of specific 
governmental programs. Part Four is devoted to the 
defense budget and in this connection the performance 
budget is described and discussed. In another chapter, 
the problem of securing economy and efficiency in the 
defense program is examined; this chapter goes beyond 
the budgetary process in a narrow sense and deals with 
a number of matters, for example, procurement pro- 
cedures, renegotiation, and research and development 
contracts, that are of vital concern in achieving the 
budgetary goals of economy and efficiency. Part Five 
consists of five relatively short chapters dealing respec- 
tively with water resource programs, the agriculture 
program, veterans’ benefits, government business enter- 
prises and lending agencies, and federal grants-in-aid. 

Part Six comprises a chapter entitled ‘The Economic 
Impact of the Budget,” which is concerned largely with 
alternative budget policies for economic stability and 
economic growth. Among the specific topics discussed 
are the annually balanced budget, the “stabilizing budg- 
et,” the relation of the budget to chronic inflation, and 
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the capital budget. While at first glance the chapter may 
seem to depart from the process of weighing cogts 
against benefits, it is in fact necessary to that proces, 
Expenditures and taxes have not only direct, immediate, 
and readily apparent benefits and costs; they also hay 
powerful general economic effects that extend through. 
out the economy and are largely dependent on the budg. 
et policy followed. This broader impact must enter into 
the “‘deliberate choice among alternatives” if a rationg| 
result is to be achieved from the budgeting process, 

In this volume the author points out numerous de. 
fects both in the formulation and consideration of the 
budget and also in its execution and review. His 
proach to the improvement of the budgetary process is 
not radical. He does not agree with those who consider 
the Executive to be basically irresponsible and who 
would impose closer Congressional supervision of the 
traditional kind, which he believes has failed in the past, 
Nor does he find the answer in a relative strengthening 
of the Presidency against the centrifugal forces present 
both in the departments and in the Congress. Rather he 
is optimistic that changes can be made in the character 
of the budget and in the distribution of budgetary fune- 
tions that will permit the President, the departments, 
and the Congress to play effectively the important 
roles he believes they should have in the budgetary 
process. 

Whether the needed changes actually will be madeis 
of course another question. The opposition of persons 
and groups whose political or economic interests would 
seem to be adversely affected may be taken for granted. 
Undoubtedly, also, there will be differences of opinion 
about whether some of the author’s proposals would 
achieve their objectives. The greatest obstacle, however, 
is inertia supported by ignorance. Powerful forces of 
public opinion and political leadership will need to be 
mobilized before major improvements in the budgetary 
process may be expected. The book indeed was written 
with that in mind; we are informed that it is a research 
study prepared as an aid to the Research and Policy 
Committee of the Committee for Economic Develop- 


ment. The book should serve that purpose fully; it § 


should also inform a much larger public. The technical 
language and other technical aspects of budgeting have 
been held to a minimum. Thus, the technical problems 
of accounting and statistical reporting have been 
omitted in order to focus the book ‘‘on the relation of 
expenditure decisions to the purposes they are intended 
to serve” (p. 18). Taxation also is largely excluded; for 
better or worse tax policy in practice is determined al- 
most entirely outside the budgetary process. 

This book is important reading not only for official 
Washington and for everyone professionally interested 
in budgeting but also for the citizen-taxpayer who is 
looking for ways to promote better government at less 
cost. 

Roy Biouc# 
Professor of International Business 

Graduate School of Business 
Columbia University 
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Eoward Hopnett, Industry-College Relations (Cleve- 
jand and New York: The World Publishing Com- 
pany, 1955, pp. 158, $3.50). 


The last sentence in this book constitutes a summary 
statement and presents a message of hope: 

“The supreme challenge to industry-college co- 
operation is to create a new educational process 
better designed to produce self-reliant individuals to 
cope with the complex problems of industry, society, 
and the human spirit.”? 


In the foreword President T. Keith Glennan of Case 
Institute explains that the Chesapeake and Ohio Rail- 
way financed an Industry-College Conference in prep- 
aration for which Professor Edward Hodnett of Ohio 
University conducted a survey that covered “industry 
and college people from Ohio to Massachusetts.” ‘After 
submitting the report of his survey to the Conference 
Committee,” President Glennan states, ‘Dr. Hodnett 
still had a surplus of information and ideas which it 
seemed desirable to share with colleges and industry. 
This book is the result.” 

It is important to note the author’s statement that 
“nothing in this book is meant to imply that the func- 
tion of a college education is to train men and women 
for industry or that industry should have a dominant 
voice in running the colleges.” He refers, however, to 
“an underlying assumption that all higher education 
relates college study to the realities of adult life.” 

Hodnett has indeed succeeded in presenting vital 
materials for college and university teaching and re- 
search personnel, educational administrators at all 
levels, and business executives. His survey revealed that 
the greatest need in the area of industry-college relations 
is “better understanding” which on further discussion 
was “generally changed ... to the need for organized 
help in bringing about better understanding.” The ini- 
tiative should appropriately come from the side of edu- 
cation and it will be more effective in the long run if 
as many professors as possible are involved. The process 
of achieving understanding is a mutual one. 

Money-raising has often been in the “‘cart before the 
horse” position. Understanding the needs of education 
and the extent of its own efforts to meet these needs may 
lead to more and better based financial aid. But money 
is, in fact, only one of the important support elements 
potentially available from industry. 

The book is written in four parts as follows: I— 

Formal Relations, II—Modes of Communication, III— 
Educational Mechanisms, and IV—Areas of Special 
Concern. Part IV is clearly the most important in the 
overall view. 
The author says ‘‘The untended garden of American 
culture is adult education.”” Hodnett charges the re- 
sponsibility for its neglect to both industry and the col- 
leges. He is correct when he states: 


1, “ ... industry does little or nothing to show any 
interest in the institutions where its own employ- 
ees are so earnestly pursuing an education,” and 

2. “The administration and faculty of the universi- 
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ties themselves regard their adult education divi- 
sions with the ambivalence accorded an uncouth 
relative with money in the bank. To them [it] isa 
public service—in academise an expression often 
meaning necessary evil—tolerable because it not 
only pays its own way but the deficit on other 
operations.” 


In Part IV the author addresses himself squarely to 
the interrelated problem of “Expansion, Efficiency, and 
Economy” and asks: “‘Do the colleges, draped in their 
traditions as in grandma’s bathing suit, face the tide 
with sink-or-swim fatalism? Or do they act now to 
handle these students in new ways?” He shows that 
‘fndustry has more than an altruistic interest in con- 
tributing its talents to helping colleges to be more 
efficient.” Of the need for greater efficiency, there can be 
no reasonable doubt. 

The question of proliferation of courses is dealt with 
houestly and with frankness. The role of industry and 
of accrediting agencies in “‘this sort of curriculum infla- 
tion” is recognized and criticized. 

In addressing himself to the subject of ‘“The Two 
Year College,” the book emphasizes the importance of 
screening and states that “‘the good sense of reforestation 
applies to human beings as well as to trees.” That 
statement should bring some live discussion! 

The author sees the two-year college as “the only 
reasonable compromise between the futile and evil wish 
that millions of young Americans be denied education 
beyond the twelfth year and the certainty that unselec- 
tive expansion will degrade and bankrupt college edu- 
cation.” If industry should grant “the case for the two 
year college,” the author believes that “then industry 
can do a great deal to help in mitigating the academic 
depression ahead.” He points out that ‘‘the larger ques- 
tion at the heart of the matter is one of social values. 
American society is still young enough to be confused 
about the good life, but is also young enough to accept 
new ideas.” 

In discussion of ‘The Liberal Arts College,” the 
author states: 


“But to what extent the liberal arts college does 
graduate young men and women who, when they 
face problems not in a book, do in fact reason with 
skill and assurance and reach judgments of philo- 
sophic breadth cannot be determined on the basis of 
curriculum alone. ... For one to go beyond asser- 
tion and theorizing, research into the actual per- 
formance of duties by graduates of liberal arts col- 
leges must be carried out with enough thoroughness 
to command respect—an excellent industry-college 
project.” 


The last section of Part IV deals with “The Educa- 
tional Process.” The author quotes Professor Samuel 
Mathews of Williams College who “admits that even 
Williams students dislike to think for themselves.” Im- 
proved use of the inductive problem-solving and case 
approach is commended as an alternative to ‘‘the fitful 
cramming and dutiful diligence that too largely mark 
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the learning process on our campuses.” Activities at 
Amherst, Williams and Colgate are described as exam- 
ples of the better approach. 

The author expresses a sincere hope that “perhaps 
the inexorable urgency of the times will unite the genius 
of American industry and American colleges to redesign 
the educational process.” In this process he looks 
toward possible forsaking of ‘‘the medievalism of passive 
learning and the mediocrity of mass indoctrination. ” He 
believes that ‘‘through active participation in group dis- 
cussions of the problems and various solutions, each 
student acquires experience in expressing himself and in 
dealing with other people.” 

Tuomas H. CARROLL 
Vice President 
The Ford Foundation 


U. S. Department oF LABOR, WOMEN’s BUREAU, 
Employment Opportunilies for Women in Professional 
Accounting (Washington: U. S. Government Printing 
Office, 1955, pp. v, 40, 20 cents). 


A wealth of information about accounting as a 
career, and its opportunities for women, is offered to the 
student and her advisors in this bulletin. It traces, 
through census data, the rise of women in accounting 
and bookkeeping positions in the business world, de- 
fines the field and specializations, and outlines the per- 
sonal and educational requirements for the work. 

Current information about the employment, educa- 
tion, and personal characteristics of women in the ac- 
counting field is presented in an interesting manner. This 
is based upon a 1954 survey in cooperation with the 
American Woman’s Society of Certified Public Account- 
ants and the American Society of Women Accountants. 
A composite “typical accountant” is drawn from the 
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survey of members of these societies, from age and mari- 
tal status to type of employment and earnings. 

In the section on education, the aptitude and achieve. 
ment tests developed by the American Institute of Ac. 
countants are described, along with the requirements for 
college entrance and graduation with a major in ac. 
counting, and the scope of the CPA examination. While 
training by way of business schools and correspondence 
courses is covered, the recommendation is repeatedly 
given of the desirability of college training, with a liberal 
arts background, quoting the American Institute of 
Accountants, the American Accounting Associati 
and women accountants themselves. Most of the latter, 
who were interviewed in the field, had not followed this 
course, but had taken professional training on a part- 
time basis while employed as bookkeepers or accounting 
clerks. They expressed the hope that women account- 
ants of the future would choose their career earlier, and 
acquire more sound and comprehensive education. 

The increasing demand for well-trained accountants, 
the earnings and job opportunities are summarized, in- 
dicating specific recent trends toward a greater accept- 
ance of women. The suggestion is offered that a woman 
might find it an advantage to become a CPA whether 
she entered public or private accounting. Appended are 
occupational definitions and classifications, and sources 
of further information. 

Employment Opportunities for Women in Professional 
Accounting is an attractive bulletin, informally written, 
and further enlivened by quotations, tables, and pictures 
of women at work. It merits the approval of the ac- 
counting profession, and should help to fill a need where 
all too little information is available. 

MARGUERITE GIBB 
Certified Public Accountant 
Seatile 


Statistics 


R. Cray Sprowts, Elementary Statistics (New York: 
McGraw-Hill Book Company, 1955; pp. xiii, 392, 
$5.50). 
his text book is designed for students of social 
science and business. The word “student” should be 
emphasized. A casual reader will not find the going easy, 
since this is not a book for the businessman or social 
scientist who feels a need for some reading in statistics. 
The author states that it also was not written for 
students intending to become practicing statisticians. 
The author has “‘not attempted to compile an en- 
cyclopedia of techniques, but rather to bring together 
materials that will be useful in the teaching of funda- 
mental ideas of statistics. . . . ”? To accomplish this end 
he has eliminated or presented only briefly some of the 
topics usually found in elementary statistics books. In 
doing this the author has accomplished a great deal 
toward eliminating the obvious and routine from his 
text. Whether he has eliminated too much is a question 
that the individual instructor must decide. 

The usefulness of any text depends to a great extent 
on the choice of material to be covered. The emphasis 
of this book is on the controlled sampling experiment. 


The book is divided into fifteen chapters, and of these 
chapters at least two-thirds deal primarily with the 
sampling problem. 

The question comes to mind whether this is too large 
a percentage of course time to be spent on essentially 
one subject. Is the problem worthy of such extensive 
treatment for non-statistics majors? 

The first chapter of the book is unique in that it in- 
troduces the student to several sampling problems with 
the objective of arousing the student’s interest in sta- 
tistics. The definitions and explanations come later in 
the chapter and of course cannot give complete develop- 
ment of the problem. The result may be a feeling of 
frustration for the student as he finishes Chapter 1. 

Chapter 2 deals with notation, probability and the 
binomial distribution. The author wisely assumes a low 
level of previous knowledge and gives a fairly complete 
explanation of mathematical symbols and probability. 
Also discussed briefly in this chapter are various graph 
forms such as the histogram, bar chart and frequency 
polygon. 

In Chapters 3 and 4 the problem of the statistical in- 
ference in the discrete case is developed. This includes 
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a discussion of normal distribution. Chapter 5 develops 
the use of a sample for the estimation of a population 

ion. Chapter 6 sets up a sample of statistical- 
research methodology. The author’s intention is to have 
the students do a research problem of their own, using 
Chapter 6 as a guide. Chapter 6 also points out some of 
the pitfalls into which a statistician can fall. 

Chapter 7 returns to a discussion of statistical tools. 
Covered in this chapter are frequency distribution 
averages and measures of dispersion. Graphs are again 
discussed briefly. Chapters 8 and 9 discuss statistical 
inference and its relation to frequency distributions, 
arithmetic mean and related problems. 

Chapter 10 breaks away from sampling to treat linear 
regression and correlation. The analysis of time series 
takes up the next three chapters, except for a brief di- 
gression to sampling control charts. Chapter 14 treats 
index numbers. Index number theory is briefly and ade- 
quately developed, and then two index series are dis- 
cussed in detail. 

Chapter 15 is titled ‘‘Miscellaneous Topics,” but is 
primarily concerned with the sampling problem. 

There is little question that the student who success- 
fully completes a course making use of this text will 
“have a mature understanding of statistical principles.” 
There is no question that the average business or social 
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science student will have to work hard to digest the 
information as presented in this text. The author states 
that he believes that “there has lately been too much 
writing down to the level of the student.” He has defi- 
nitely not written down to the student in this book. 

Each chapter has examples and exercises spotted 
through the text. The number and quality both appear 
to be satisfactory. 

This reviewer would like to have seen multiple cor- 
relation and break-even analysis receive more attention. 
Linear programming might also have been covered. It 
may be agreed that these are not suitable subjects to 
be covered in detail in a beginning statistics course, but 
if they are not taught in a beginning statistics course, 
when will they be taught? 

The author has chosen to stress statistical ideas, 
especially the problem of sampling, instead of the 
application of statistical techniques to specific business 
problems. This is the greatest strength of the book as 
well as its weakness. Which it is depends on how the 
individual instructor thinks elementary statistics 
should be taught. 

HAROLD BIERMAN, JR. 
Assistant Professor of Accounting 

University of Chicago 


Taxes 


Barpes, MAHON, McCuLLoUGH AND RICHARDSON, 
editors, Montgomery's Federal Taxes—1955—36th 
Edition (New York: The Ronald Press Co., 1955, 
pp. 1009, $15.00). 


What can one say about the “bible” for all tax prac- 
titioners that has not been said before? A tax handbook 
that made its first appearance in 1917 and now has 
reached its thirty-sixth edition could not possibly have 
withstood this test of time if it did not hold a very 
special place in the library of every experienced tax 
practitioner. 

This reviewer was reminded of a similar task per- 
formed so admirably for THE AccountING REviEw in 
the October 1952 issue in connection with the 1951-52 
edition of Montgomery’s Federal Taxes. It was done by 
J. K. Lassser—a great tax practitioner and author in his 
own right who, like Colonel Montgomery, has since de- 
parted this tax-confused world. Jack (‘‘Yok”) Lasser 
referred to this Handbook as the “granddaddy of all tax 
literature” and stated in his inimitable manner that 
“this . . . isno longer anything you use for light evening 
reading. You keep it at your desk for studious reference, 
when you have a new—or an old question. And you 
usually check it first, when you want to get a terse, 
readable, summarization of the current law, the de- 
cisions and—most important, the reasoning applied to 
all these by a great host of students.” Your reviewer has 
used the Handbook in just this manner for many years. 

What does this 36th edition have that was not in- 
cluded in the 35th edition? Nothing—insofar as organi- 
zation is concerned! But who can use a publication on 
tax matters which was prepared in 1954 for 1956 con- 


siderations? The Internal Revenue Code of 1954 was 
still in its infancy when the 35th edition went to press. 
Since that time we have been living (and struggling) 
with a “simplified” law for well over a year. Problems 
have continued to develop under the 1954 Code and 
rulings and regulations emanate as a result thereof. 
Thousands of lines of changes were necessary in the 36th 
edition to incorporate such rulings and regulations on an 
up-to-the-minute basis. 

Perhaps readers will recall that the 35th edition 
brought about a changeover to a functional approach 
rather than a Code-order approach. This unique presen- 
tation thus made available in one place all tax factors 
relating to a particular question—even though different 
sections of the Code might apply. The editors now call 
our attention to greater descriptive arrangements in this 
36th edition and indicate a much fuller treatment in a 
number of instances. The sections on ‘‘Corporations”’ 
are especially noted. There is indicated a permanent 
approach—in a functional manner—to corporate ex- 
changes and reorganizations; “however, the general 
subject of tax-free reorganizations has not been violated 
but has been worked into the functional approach al- 
most as a unit.” 

It might be well to enumerate the subjects covered 
in this 36th edition: 


Part Subject 
1 What is Income 
2 What is Not Income 
3 Sales of Inventories and Services 
4 Compensation for Personal Services 
5 Dividends and Stock Redemptions 
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Interest, Taxes and Charitable Contributions 

Expenses, Losses, and Miscellaneous Deduc- 
tions 

Depreciation 

Real Property and Other Tangible Fixed 
Assets 

Patents and Other Intangibles 

Securities 

Natural Resources 

Capital Gains and Losses 

Tax Basis of Property 

Farming 

Foreign Business and Employment 

Family and Estate Tax Planning 

Corporations 

Partnerships 

Accounting Periods and Methods 

Computation of Tax 

Payment and Refund of Tax 


The final sections of each of these parts offer sound 


tax-planning suggestions which remind the reader of 
specific steps to take for complete protection under the 


1954 Revenue Act and subsequent provisions. The 
of the book cannot be praised enough for “pointing 
way’—in such a well-defined manner, and as an 4 
stant check” on new opportunities for tax relief. 

One of the outstanding features of any tax refe 
is its index. The general index of this book—co 
almost 62 complete pages!—has not yet failed 
reviewer. 

So once again I go back to Lasser’s review of 
and quote him: ‘‘Montgomery’s was my bible, di¢ 
ary, encyclopedia—and source of enormous romag 
involvement—way back in World War I days—wh 
many of us were pinned into our tax diapers by the 
family. From my first perambulatings, my daily 
was this directory into all stuff difficult.” To thi 
reference to Montgomery’s 36th edition—I add the 
“Amen”! 

Horace J. LANDRY 
Assistant Profesor of Accountin 
Syracuse University 
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